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FOREWORD 


This book had its origin in the Henry F-. Howland Memorial Lec- 
tures at Yale University in January, 1939. Through the long years of 
prepaiation and writing I have tried to remember the standards of 
jeseardi and expression set by the founder of this lecture series, 
Dr. Charles P. Howland. 

Like all such books, this owes much to the help and encourage* 
inent of many friends. )acob \'iner has gone beyond what one might 
have expected even trom an old friend h) reading the whole manu- 
script and criticising it in detail w-ith Ins accustomed vigor. My col- 
leagues William Fellnei and (ieorge H. (iuttridge have reaci large 
parts of the manuscript as have J. Maurice Clark and my fonnet col- 
leagues Antcmin Basch, Alexander (ierschenkrem, f*olke Hilgerdt. 
and Louis Rasminsky. Lhe boc;k has been much improved by the 
comments of these generous friends; but 1 have not always accepted 
their suggestions and criticisms, and they cannot be held resjxmsible 
for my statements. 

My thanks are due to the Alfred P. Slcjan Foundatiern, Inc., for 
the grant which made possible the Teaching Institute of Kconomics 
at ttiL l^niversity of ("alifornia. I have discussed the argument of 
iliis book at great length with my associates in the Institute — Robert 
L. Gulick, Jr., John R. Harbell, Don R. Harris, and Raymond P. 
Pow^ell — and I have profited greatly from their cTiticisms. 1 am grate- 
ful to them, to CTCoige Ramos who drew the maps and charts, to 
Max Knights for the index, and to Mrs. Maria Feder for the cpiiet 
method by which she kept order in an untidy and ever-changing 
manuscript. My sincere tlianks go also to my.wife for her piij;ient 
endurance over a very long time. 

J.BC 

1950 

xi 
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INTRODUCTION 


This book is concerned with international economic questions that 
are vital at the present time and will be vital in the immediate future. 
These questions differ from any faced by earlier generations in this 
or any other country. The most important of them arise from the 
action and reaction between private economic activity and govern- 
ment policy. Both private activity and government regulation must 
be studied. Both today are very different from what they were a cen- 
tury, or even a generation, ago. 

The scope and administrative power of government are greaterf 
particularly in the economic field, and the economic activity of private 
citizens is much influenced by this fact. Moreover, technical inven- 
tions, notably in transport and communication, have widened the 
scope and increased the efficiency of private enterprise, as well as of 
government. 

Economic activity proceeds in an atmosphere of credit. The control 
of credit policy is among the most powerful instruments which gov- 
ernments can use to regulate economic activity. The most difficult 
questions of international economic relations at the present time are 
those connected with the balancing of payments between national 
economies, and these questions cannot be fruitfully discussed except 
in relation to monetary and fiscal policy. 

There is no parallel in history to the problems which wc must solve 
in our generation. The combination of circumstances in our time 
is unique. Hiatory will not provide usvith ready-made answers for 
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them. Yet they arc the product of historical developmert and cannot 
be understood except in the light of their origins. The economic 
stiiicture of the modern world is what it is, population is where it is, 
and production is specialized along its present lines, largely because 
of past trading developments. 

Even more important is the tact that ideas now current are thj 
result of long and slow development. Human relations and human 
conduct have been studied for many centuries. Out o^ that study have 
developed explanations of behavior and codes of conduct that still 
.shape our thinking, perhaps more than we realize. A comparative study 
of economic systems is therefore helpful in gaining [perspective on 
modern problems. Even today the greater number of the world's 
peoples live in a pre-mechanical age, at stages of economic develop- 
ment that are broadly parallel with those which the more advanced 
industrial communities passed through many generations earlier in 
their history. We must not assume, as it is so easy to do, that other 
people respond to the same stimuli as we do and have the same means 
of responding. And it is wise to reflect that our current attitudes and 
beliefs may not comprehend the sum of human wisdom. A large part 
of this book is therefore concerned, directly or indirectly, with ex- 
amining the assumptions upon which current explanations of inter- 
national economic questions rest. 

One of the best ways to become conscious of the assumptions im- 
plicit in our beliefs and practices is to approach the study of modern 
problems historically. To do so within a reasonable compass one 
must select the facts and ideas to be emphasized. To write a history 
of international economic relations would be equivalent to writing 
a history of civilization. Even to collate the opinions of those who 
have left a record of their attitudes to these economic facts would be 
a task far beyond the purpose of this book. 

Selecting the facts and ideas to be used as illustrative material, how- 
ever, should not consist of picking out of the record such material 
as will support the case to be presented. The historian interprets the 
past in the light of present interests and needs, and such interpretation 
naturally varies from historian to historian. It is therefore necessary 
to sckitc at the outset Vhy this text— intended for the elucidation of 
modem problems — begins with a brief analysis of primitive trade 
and to set out the criteria used in selecting the points to emphasize 
as the story moves rapidly up tfic ''enturies. 
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I 

yhe mainireason for adopting an historical approach is that 2^f:a• 
demic discussion of international economic questions has been ^t for 
more than a century in the mold created by a schbol of economic 
writers who worked out their system of thougflt to (Srf^e wdth the 
problems faced by England in the period of change and stress during 
2fhd just after the Napoleonic Wars. Their contribution to economic 
thought was notable and still deserves serious study. Within the 
limits of its assumptions, it was complete and rigorous. But those 
assumptions, not all of which were clearly stated, excluded very im- 
portant aspects of economic policy that were clearly revealed in 
earlier thought, and have never ceased to be influential in practice. 

In particular, ethical (onsiderations were not expressly taken into 
account. Nor were the complexities of international politics. Social 
policy, and particularly the welfare of the laboring masses, was^not 
ignored by the classical economists, but they tended to take an opti- 
mistic view of the power of the workers to defend their interests in a 
system of free competition. The controversial issues of present-day 
economic policy arise largely from these ethical, political, and social 
factors, which were very obvious to earlier writers on political econ- 
omy, but were neglected by the classical school. 

Another reason for the historical approach is to demonstrate the 
close connection that has always existed between economic fact, eco- 
nomic policy, and economic theory. As new discoveries or inventions, 
shifts in political power, or new means of communication opening tip 
new areas and making new commodities available have changed the 
conditions of trade, new policies have necessarily been improvised. 

In general, economic theory has followed both fact and policy, as 
it still does. But there have never been wanting bold thinkers whose 
innovating ideas corresponded with or were even ahead of the needs 
of their times. Those economists who, in times of rapid change, de- 
fended the status quo are mostly forgotten. Those whose ideas were 
consistent with the forces of change have come to be regarded as 
creative thinkers, and in fact they did hasten the process of change 
by providing a theoretical basis on which it could be justified. In 
great crises of history such as that presented in the early nineteenth 
century by the victory of Englatfd^s sea power*over Napoleon’s»con-^ 
tinental fcrees, those who correctly divined the trends of the future 
contribute^ most to the reshaping of economic thought. Great econ- 
omists, therefore, though their theories may survive to become the 



(? T}HE COMMERCE OF NATIONS 

catchwords of reaction.^ have generally been regarded radicals by 
the* conservatives of their day. . , 

Still another reason for the historical approach lies in the fact that 
international economic developments can never be dissociated from 
domestic economic questions. The assumption of the, classical theory 
that international trade differed radically from domestic trade, since 
labor and capital could not be transferred between national economic 
systems, was a valid assumption for purposes of theoretical analysis. 
But it has never been quite realistic. It is true that there are difficulties 
in transferring the factors of production across national boundaries. 
However, no small part of the controversy on international economic 
]X>licy has arisen from varying estimates of the extent to which enter- 
prise, skilled labor, and capital can be transferred from one country 
to another. 

Iri its original form, the classical theory based on this assumption 
was clearly static. It analyzed the situation at a given moment, as- 
suming the economic conditions existing at that moment. But the 
major interest of international economic questions lies in their dy- 
namic developmental aspects. Later economists widened the classical 
theory to take problems of economic change and development into 
account. But it still remains necessary to emphasize the fact that, as 
far back as the record goes, international trade has been the dynamic 
force changing local economic conditions, rather than the contrary. 
There has l>een action and reaction. International contacts do not 
arise in a vacuum. Trade begins in a search for greater profit in dis- 
tant markets than can be gained in the home market. In this search 
scant account is taken of the disturbance likely to be caused to estab- 
lished industries and occupations. 

Authority has often endeavored to hold back the tide, but with 
little success. The decay of the European towns in the Dark Ages, 
their revival after the Crusades, the American Revolutions against 
monopolistic colonial policies, and many other earlier and later ex- 
amples, bear witness to die influence exerted on national economies 
by external trading developments. The land enclosures, unemploy- 
ment and vagrancy problems of Elizabethan England were the do- 
mestic counterpart ot the struggle to share in the profits generated 
• by rising prices as Spanish gold poured into Europe from the Americas. 
The violent economic fluctuations through which all countries passed 
in wo\ Id wars* and the profusion of domestic 
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economic pri^blems in every country which resulted from those fluc- 
tuations, were too widespread apd too obvioysly simikir to have been 
the results of local causes. They marked in fact tWb collapse of the 
methods by which international economic relations hf&fl been regu- 
lated in thfi nineteenth century and which, when partially restored 
after the first World War, proved incapable of coping with the strains 
of a distorted and disrupted trading world. 

International^onomic relations, therefore, ought ncK to be studied 
as a relatively unimportant and largely independent branch of politi- 
cal economy, concerned mainly with the conditions and consequences 
of commodity trade, and set in a theoretical framework devised to 
illuminate the problems of a past age. They constitute a vital, and 
often explosive, element of all economic questions, domestic as well 
as international. Monetary, price, agricultural, labor, ^fiscal, and in- 
vestment policies, as well as commodity trade, must be taken into con- 
sideration, and will in turn be influenced, perhaps drastically, by 
international developments. In a world such as ours, linked through 
the air rather than separated by the seas, even psychological states 
of mind or political developments as well as scientific and economic 
inventions, communicated from one country to another, may have 
far-reaching economic consequences. 

It is the purpose of this book to trace the evcr-quickening pace with 
wliich such international forces have operated throughout history. 
It has been claimed that the frontier wars and financial troubles which 
disturbed the Roman Empire at the beginning of the Christian era 
and finally culminated in its downfall were connected with inter- 
ruptions of trade occasioned by political disturbances in the Near East 
or faraway China. The chain of causation between such events was 
tenuous, and its operation was slow. But the historical record grows 
dearer as trade revived in the Mediterranean after the Crusades, and 
along the Baltic shores as the Germanic peoples pushed their frontiers 
east and north to exploit the trade whicli had gone overland until 
bl(K'ked by the advance of the Mongols into central Russia. Evei 
since, there has been a continuous acceleration in the pace at which 
the effects of political and economic change have been communicated 
from country to country. Now' tl&t the whole v^'orld can be linktKl by 
almost ini^tantancous transmission of news and vastly improved meam 
of transport it does not seem likely tliat the force of international in- 
fluences or tITe speed w'itli w'hich they act w ill diminish. Unless, indeed. 
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trade which has beep the main carrier of change |s suppressed. 

Vhe historiqil chapters of this book, however, ought not to be read 
as an economic«interpretation of history, stressing the international 
aspects of economic^change. It would be equally possible to pick out, 
from the immense panorama of past human behaviqr, incidents and 
forces to stress the gradual evolution of capitalist enterprise, the 
developing influence of credit, class exploitation, the successive realiza- 
tion of what once were regarded as utopian ideas, the influence of 
scientific discoveries, the primacy of political over economic motives, 
the philosophic backgrounds of changing political ideas, or any num- 
ber of other theses. None of these accounts would be adequate in 
itself to explain what has happened, or to afford conclusive guidance 
for the future. Each would contain part of the truth. And all could 
help, as this account of past trading developments can help, to free 
our minds from the set pattern of current ideas and prejudices. 

The lesson of history is that a constant effort ol (.rcative thought 
is required to understand and control changing circumstances. Fresh 
patterns are constantly being woven in the social fabric, and man> 
strands are combined in different ways, as cin umstances change, to 
make these patterns. International trade is one such strand, and at 
the moment a troublesome but important strand, in the weaving of 
a satisfactory pattern lor the postwar world. 



PART I 


HISTORICAL ORIGINS 


“Inference may l>e as exact and dispassionate as logic can make 
it, but it is a wise philosopher who knows the source of his own 
premises. Like other sciences, cconoinir science tends normally 
to take for granted the assumptions from which it starts, for, 
unless it did so, it would hnd it difficult to start at all. These 
assumptions, however, have not always been submitted to a 
very rigorous criticism. I bey are apt to reflect the views as to the 
manner in which man may be expected to behave that happen 
to be accepted, or rather — for they are often somewhat belated 
— to have been accepted, by a particular society at a given mo- 
ment; and while the economist is aware that they are pro- 
visional and abstract, the publicist who popularizes him not 
seldom treats them as established truths which it is irrational, 
or even immoral, to question.'" 

R. H. Tawney, Introd. to Raymond W. Finh, Primitive 

Economics of the New Zealand Maori, New York, E, P. niitlon 

and Co., Inc., 1929. 



12 


•THE COMMERCE OF NjVTIONS 

military forces guarding trading expeditions, need# not detain us 
here. Only gradually did the noticp of valuation based on utility, ^ 
rather than gocti will, enter into the equivalence of return gifts. The 
very word tfdde, deprived from tread or track, has passed through many" 
meanings such as a course, a way of life, a habit, an occupation, com- 
munication, fuss, trouble, or commotion. Some of these meanings 
survive in dialect, as for instance in the Yorkshire saying, “They’ll 
have plenty o’ trade on afore they mak’ t’ business pay.’’ Many of 
these words, such as trade goods and trade upon, convey a sense of 
sharp practice. The companion word truck, which comes from an old 
French word meaning barter, also has these senses of worthless ex- 
change, while the word barter comes from a root which literally means 
to outwit or to cheat. This sense has survived in maritime law in the 
term barratry, meaning a fraudulent or wrongful act by the master 
of a vessel against her owners or insurers. 

Thus, basic notions in economic thought, such as utility, value, 
and (later) price, developed out of trade with strangers. It became 
necessary to find an objective basis of measurement in economic trans- 
actions with those outside the family or neighborhood group. Not 
only units of valuation, but reliable measures of weight, volume, 
length, and area are an outgrowth of trading transactions. The art 
of weighing was first used for gold which gradually replaced the ox 
as the universal standard of value in ancient Europe, Africa, and 
Asia. The standard against which the gold (and later other articles) 
was weighed was literally a grain — in the language of 12 Henry VII, 
Chapter V, “the bushel is to contain eight gallons of wheat, and every 
gallon eight pounds of wheat, and every |X)und twelve ounces of Troy 
weight, and every ounce twenty sterlings, and every sterling to be of 
the weight of thirty-two grains of wheat that grew in the midst of the 
ear of wheat according to the old laws of this land.’’ 

This statute is comparatively modern, enacted nearly at the end 
of the fifteenth century. However, Professor William Ridgeway has 
collected from many ancient sources irrefutable evidence to support 
his view that standards of weight and of coinage were established to 
serve the convenience of traders by traders themselves, long before 
gownments stepped in to regulate those standards. In his words “we 
may be certain that untold sums of gold had been weighc^l by means 
of natural seeds and according to a standard empirically obtained be- 
fore ever the sages of Thebes or Chaldaea had dreamM of applying 
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to metrology results of their first gropingl in Geometry or As- 
• tronom^.’*^ 

The regulation of weights and measures by autharity came later, 
lit developed partly because the traders proved *10 be •more expert 
and often Icfss scrupulous than their customers, and partly because 
the rulers themselves were interestefl in taxing the trade, and even 
in manipulating the coinage. The authoritative standards of weights 
and measures ust^lly conformed to and followed the established prac- 
tice of the traders. 

It is, indeed, obvious that trade, and more particularly foreign trade, 
lias played a very large part in shaping all our economic and soc ial in- 
stitutions. In great periods of stress when expanding trade has dis- 
rupted conventional relationships, cxonoinic thought has been stimu- 
lated, and new theories have been projected. These periods have usu- 
ally been marked by great wars which have deranged the fiscal systems 
and price structures. But the wars, though primarily political in char- 
acter, can hardly be dissociated from their economic setting. 

One can associate trading expansion with almost every institution, 
good or evil, that has given us the kind of scxdety in which we live. 
Lewis Mumford, for example, opens his Technics and Civilization 
with a sugge.stive review of the way in which the clock, measuring 
and disciplining the use of time, became “the key-machine of the 
modern industrial age.” He goes on to recount how “between the 
fourteenth and the seventeenth century a revolutionary change in tla* 
conception of space took place in Western Europe,” and how new 
machines invented to conquer spate and new instruments to measure 
it were made possible by mathematical development. In the same 
period there was a great elaboration of monetary systems and credit 
devices, including the use of bills of exchange. These Mumford con- 
nects with the growing mastery of abstract ideas. “The power that was 
science and the power that was money were, in final analysis, the same 
kind of power: the power of abstraction, measurement and quanti- 
fication.” ^ 

This line of analysis leads easily to the demonstration of a logical 
connection between the technology that was so intimately linked with 
expanding trade and the various aspects of our essentially mechanical 
civilizatiop. The growth of luxury and what Thorstein Veblen has 

* William R^geway, The Origin of Metallic Currency and Weights and Standards, 
Cambridge, 18911 P- *52. • 

» Lewis Mumford. Technia and Civilization, New York, 1954, pp. 14* *0 and 15, 
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called “conspicuous Consumption,” the increasing mdchanizatiqn of 
war„the militarization of industry, tl e dominance of tile physical over 
the biological sciences, and the neglect of ultimate and organic values 
in the fra^entary research which breaks up the unity of life to 
discover how it is put together— all were facilitated 4)y the expansion 
of economic activity in which trade played so large a pait. ** 

Commercial practices and the art of mathematics as well as ddvices 
of measurement were encouraged, if not actually prcrvoked, by tracing 
needs. The knowledge of scientific discoveries and of their practical 
applications spread along the trade routes. Adaptations of these dis- 
coveries using Arabic numerals made possible the systems of book- 
keeping which have proved indispensable to both corf)orate and state 
administration. 

The methods and devices of modern economic life, the sciences 
upon which they rest, and the spirit of their organization have been 
greatly influenced by the activity of traders, constantly widening the 
boundaries of human intercourse. It is possible to treat the evolution 
of our modern world as a history of political and economic expan- 
sion — a moving frontier of trade, investment, settlement, colonization, 
and missionary enterprise, preceded by maritime exploration in whicii 
trade was a dynamic impulse. The expansion did not cease until the 
whole world, the unoccupied temperate grasslands as well as the an- 
cient civilizations of Asia and Africa, had been brought within the 
firbii of the dominant western European trading civilization. The 
political structure and the economic organization of our modern world 
were created in this vast process of commercial expansion. 

From the earliest times, traders have spread knowledge and trans- 
planted plants, animals, products, processes, and ideas. It would re- 
quire many volumes to give an adequate account of these by-products 
of trading development. One needs only to cite such fragmentary ex- 
amples as the way in which coffee conquered Europe after its introduc- 
tion by the Arabs and the Turks, the Arab peoples having originally 
obtained it from Ethiopia, and its subsequent commercial develop- 
ment by the Dutch in Java and the Portuguese in Brazil, whence it 
spread widely over Latin America. Wheat and its baking have spread 
from ancient Egypt over the whole Wrld and have become the symbol 
of mystical communion in many religions. The grasses, edible roots 
and grains, fruits, fibers, trees, and domestic animals brought by Eu- 
ropean settlers have transformed the landscape of the New World. Nor 
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has the traffic been one way. Potatoes, corn, and tfcbacco arc among tfjjC 
long list of American products f ow spread over the trading world. 
.\sia and Africa contributed heavily also to the product and processes 
lipon which European economic development wa8 based.* 

In the nature of things, it is not possible to dot:ument the even more 
important commerce of ideas along tlie trade routes. The busy medi- 
eval roads, where scholars, minstrels, pilgrims, clerics, crusaders, and 
merchants jostledracli other, were Iiighvvays of ideas as well as of trade. 
The great trading centers have ahvays attracted explorers and adven- 
turers, artists and heretics, and men with new ideas. Columbus found 
his backing and El Greco his market in Spain. Cabot became an Eng- 
lishman, Erasmus was attracted to Cambridge, and John Law to 
Paris. A good case might be made for the argument that learning and 
artistic creation liave always accompanied economic expansion. Npw 
creation, as distinc t from tlie masterpieces of the past, is commonly 
to be found in the bustling cities of commercial importance, rather 
than in those which have become museums living on the memory of 
past greatness. 

There are those who would claim that merchants have led the strug- 
gle for freedom, self-government, and peace. City air, it has been 
claimed, is free air. But the freedom medieval merchants fought for 
was freedom from the tyrannous claims of monarchs or nobles and 
was quite compatible with a rigid oligarchic control by the town mer- 
chants themselves. The privileges they extorted from rulers were, in* 
fact as well as name, private laws. Their scope was extended in later 
ages to become the traditional basis of democratic government, but 
not without struggle and sometimes revolution. 

As to peace, trade in its lusty youth was often difficult to distinguish 
from piracy, and merchant bankers from the Fuggers onward have 
played a role in the financing of war. Yet capitalists are timid folk, 
mostly concerned with safeguarding their wealth. As the scale of their 
operations grows and its scope extends across national boundaries, 
they tend increasingly to become pacifist. Indeed they are often 
charged, as Pitt charged the merchants of his day, with what we now 
:all appeasement, the pursuit of peaceful and profitable trading con* 
tiections, and the endeavor to post^ne or avert itar. This charge has 
l)ecn made 4own the ages by those bent on adventurous policies to 
extend the pc^er and influence of the state. Its substance was proudly 
locepted by tht free traders of the nineteenth century, who identified 
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tUeir cause with that i)f peace. Their attitude persists. The histoiy of 
the International Chamber of Confcnerce was published under the' 
title Merchants^of Peace, and there is little doubt that modem com- 
merce stands* to lose heavily from modern war and its consequences.' 
But the historical record is not clear. It is evidenf that more than 
free trade is necessary if we are to grapple successfully with the scourge 
of war. 


THE CARAVAN AND THE CARAVEL 

The enterprising merchant of ancient or medieval times, whether 
he came from a near-by town or from farther afield, was regarded as a 
foreigner. He was met with suspicion or open hostility by the local 
producers and traders. Nearly always he had to pay dearly for pro- 
tection by the local rulers. But his wares were much sought after by 
the wealthy, and the very fact that trade survived is evidence of mutual 
benefit. Many odd instances and quaint survivals of early trade could 
be cited in the layout of cities, street names, and other relics of the 
past. Thus the little street called Poultry connects Cheapside with 
Lombard and Threadneedle Streets in the heart of the city of London. 

The main reason why this study of the economic relations between 
modern peoples begins with a brief outline of early trade is not to 
find curious historical origins, but to emphasize the fact that trade is 
rooted in individual and group enterprise rather than in state regula 
tion. Such emphasis is necessary because so much history is written 
in political terms, in terms of war, crisis, and breakdown rather than 
of the slow construction of organized facilities for co-operation. 

It is also necessary to stress the fact that the long history of trade is 
by no means confined to Europe and to the settlements of Europeans 
overseas. Modern trade derives from the beginnings of capitalist enter- 
prise in western Europe from the twelfth century onward, but there 
was trade and international intercourse long before the era of indus- 
trial capitalism. The development of this trade proved to be abortive, 
often because it was taxed or regulated out of existence, or because 
political disturbances caused its disruption. Nevertheless, it was a 
potent force in economic improvement and in the spread of technical 
knowledge and ideaL African dealers in gold, slaves, and ivories, the 
Chinese and Arabian traders who met in Ceylon or on the coast of 
Burma, the adventurous and Jiardy folk who led their earavans over 
the silk route from China to the Near l^ast across what we now call 
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“the hump/’ ttiost who made Palestine a highi^ay between Mesof^- 
•tamia ar^ Egypt/ the Phoenici|ns, Carthagii^ians, and Greeks ^who 
pioneered trade in the Mediterranean — all of these ftiade their corr- 
Itribution to the spreading of plants, processes, and ProduAS, and to the 
interchange 6f ideas. 

•Twice in the ancient world — under Alexander (35f)-^^23 b,c.), and 
again when the Romans consolidated their lule over the Mediterra- 
nean and its hint^lands (roughly from ihe fall of Carthage in 146 b»c. 
to the capture of Rome by Alaric the Visigoth in 410 a.d.) — there was 
an approach to Mediterranean, if not world, unity. European histor- 
ians have always been primarily concerned with the origins of their 
own civilization. Therefore, it is important to emphasize the fact that 
Asia and Africa also have long histories. During most of human his- 
tory — until the trading expansion of Europe began frojp about ^jle 
twelfth century — China, India, Egypt, and even Ethiopia were more 
advanced in economic development and had a richer trade than 
Europe. Europe maintained contact with these markets across the 
Near Eastern land bridge, which has always been a region of economic 
and strategic importance. Every period of European trading expan- 
sion has been stimulated by renewed contacts with Asia. 

When the Phoenician ports of Tyre and Sidon were at the height 
of their power and trading influence (850-550 b.c.), they drew upon 
a wide range of products from near and far. The variety of their 
commerce is attested by frequent references to it in the WTitings of the* 
Old Testament prophets.* Imperial Rome drew large supplies of 
wheat for its urban proletariat from Egypt, Spain, north Africa, Sicily, 
Sardinia, and even England. In the same way successive capitals of 
imperial China depended upon continuous and large shipments of 
rice along the ancient canals. 

The trade of China with other parts of Asia and with Africa was 
extensive and gave rise to trading controversies and controls very simi- 
lar to the mercantilist ideas and practices which were to prevail later 
in Europe from the sixteenth century on and which, though sul> 
merged during the nineteenth century, were never lost and have re- 
emerged in our own time. Whenever the development of foreign 
trade has appeared to threaten tMb stability of local industries, •at- 
tempts at regulation have followed. Many examples can be cited of 

* Cf. Gene$is S7'*5- 

‘ Cf. Exektel ay.' 
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tcade and enterprise Escaping from the regulations witfcin which, gov- 
emiBnents tried to coniine them. A notable case is that cited by Edward 
Gibbon in his beeline and Fall of the Roman Empire, Justinian tried 
to establisH a state monopoly of silk manufacture on the basis of silk^ 
worm eggs smuggled from Chma. However, his regulations had the 
effect of driving the manufacture out of his realm. • * 

As long as transport was slow, trade conducted by sea or lan(d was 
subject to great risks, and the lack of settled government increased 
its risks. Only those articles the demand for which was capable of 
giving them great value in small bulk were worth the risk, expense, 
and labor of transport. Such demand could come only from powerful 
ruling classes or groups of newly enriched merchants, traders, and 
financiers. This luxury trade was fair game not only for pirates, but 
aliK) for rulers hungry for revenue. Moralists were disturbed by the 
economic and social consequences of such expenditures. Thus the 
vehemence with which the medieval church often denounced the prac» 
tices ol traders derived in large part from the nature of the trade they 
carried on. This despite the fact that churchmen were among tlie most 
important customers of the traders. 

It is difli( lilt to trace with any approach to completeness the early 
trade across the land bridge connecting Europe, Asia, and Africa. 
The trade itself was intermittent and subject to many hindrances. It 
was often conducted by chains of transactions involving many ex- 
changes rather than directly from prtxlucer to final consumer. The 
sources from whit h information can be gleaned are scattered and 
fragmentary. As with all the records of ancient peoples, legend and 
history are mingled. Nevertheless it seems clear that even in antiquity 
there was trading communication by water from the western Mediter- 
ranean through the Black Sea and up the Russian rivers to the fur- 
bearing regions of the north, or up the Danube and by way of its 
tributaries to within a short distance of the Adriatic. The Mediter- 
ranean was a highway to the trade of the Near and Far East. In the 
Indian Ocean, Chinese junks and Arabian vessels could meet. The 
great silk route which was later traversed by Marco Polo afforded a 
land route from China and India through Mesopotamia to the Levant. 

^The study of ancient trade ancf early medieval commerce is a story 
full of fascinating pictures of vanished but once- flourishing empires, 
of men living by their wits jnd quick reactions, of continuous con- 
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diets and occasional compacts between thrusting new adventurers aiiifl 
:onservauve local g^roups, of the|ivarice of rulgrs, tom ^between ^eir 
iesirc to pluck and their fear of killing the trade, the profits of which 
[vere nearly always exaggerated, and of the equal avarice bf merchants 
who bewailed and exaggerated the tolls levied upon them. 

•In the Near East particularly, the caravan trade, though costly, was 
;afer than the sea-borne trade. “Transport by camel across the desert, “ 
ivrites Rostovtzef]^ “was reckoned a far safer and more trustworthy 
method of conveyance than that by ship, and it was mostly by means 
jf caravans that the products of India, of Arabia, and even tiiose of 
rentral Africa were dispatched from Arabia to Babylonia, to Syria, to 
Egypt, or even much further to north and south.” ® 

Ships there were, on the Indian Ocean and in the trade between 
China and the Near East. The Mediterranean also was a Jiighway {or 
the Phoenicians. Tlieir tiny boats crept along the shores and even out 
into the Atlantic through the Straits of Gibraltar. The amount of 
trade by water up the rivers of Europe is doubtful, but a good deal 
sterns to have come down the rivers, and the overland trails naturally 
[ollowed the river valleys. Much of the development, not only of the 
trade but of the taxation and regulation to which trade was sub- 
jected, was governed by this fact. The castles along the Loire and the 
Rhine bear witness that lucrative tolls could be extorted from passing 
merchants. It was out of such local tolls that customs systems devel- 
oped, and out of the compromises between kings, traders, and local* 
merchants that the pattern of national finance and self-government 
was largely woven. 

While it is possible to trace the remote origins of modern trading 
[)ractices and to discover early illustrations of customs taxation, com- 
mercial law, currency and trade agreements, international trade as wc 
l^now it today is a comparatively recent development. Parallels with 
modern international trade can be found in inter-city or inter-regional 
trade. However, the rise of the nation-state from the fourteenth cen- 
tury on brought new emphasis to the regulation of trade passing across 
national frontiers. But for regulation such as this, there would be 
little point in making any distinction between national and inter- 
ational trade. The growing effectiveness of national organization 
rom the latf fourteenth century on facilitated trade within national 
« M. RostovtzefibCarat/<in Cities, Oxford ai the Clarendon Press, igjja, p. 15. 
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boundaries, but it a^ded new complications to tradd across them. 
Moreover stat€ regulation of such trfide enabled national authorities 
to increase their revenues and to enhance their military power. 

The study*of international trade must therefore be more than an 
exercise in the localization of industry and in the advantages of ex- 
changing products between different regions. It must be an e^ercLe 
in political economy. Indeed political economy was evolved asl an art 
rather than a science from the study of international economic rela- 
tions. The ancient and medieval world did not offer more thait rudi- 
mentary possibilities for shch an art. But from about the fourteenth 
century on there is a definite and continuous chain of development in 
international economic relations. The expansion of the modern world 
began with the explorations that first crept around the African coast, 
and then phinged boldly across the Atlantic in search of the fabled 
wealth of the Indies. 

THE DISRUPTION OF THE ANCIENT WORLD 

Between the high development of ancient trade, in which Asia and 
Africa preceded Greece and Rome, and the development of our 
modern trading systems there was an interlude which was disastrous 
for the older civilizations. From the sixth to the eighth century the 
Roman Empire suffered a series of onslaughts that led to a period of 
confusion which historians, with some exaggeration, have called the 
^ark Ages. In this period, raiding parties from Scandinavia descended 
repeatedly upon the wealthier and more advanced western European 
countries and even penetrated to the Mediterranean. Nomadic Mongol 
tribes swept in from central Asia to gain footholds in east central 
Europe. The Moslems established themselves along the north coast 
of Africa and important areas of the south coast of Europe. 

The ravages of the Northmen went far to destroy what was left of 
Roman civilization in the outlying western parts of the Empire. The 
destruction was exaggerated by the chroniclers of the time who be- 
wailed the sacking of churches and libraries. Social life is tenacious 
and men find ways and means to live in the face of repeated disasters. 
But much of the heritage of Roman law and order was lost and there 
seSms little doubt that urban life and trade were set back over a 
large part of western Europe during the Dark Ages. The primitive 
Asiatic j>eoples who plundered, and then settled, along and within 
the eastern frontiers of the Empl :e wrought similar disturbance. 



. y r 

TrfE Beginnings of tradi^ 21 

'yhe Moslem did the greatest damage of dfll to the more highly 
• developed Mediterranean counfHes. In their first crusading zeal., soon 
after the death of Mahomet in 65^2, the Moslems fit>m their centilil 
I strongholds in the Arabian peninsula extended their sway as far cast 
as India, Indonesia, and even parts of China. African civilization 
never recovered from their onslaught. In the Mediterranean they 
conquered most of that part of the Roman Empire which extended 
along the shoresof northern Africa and southern Europe. They were 
able to do so not only because they were united in an evangelical 
crusade, but also because they could make use of the higher learning 
and the advanced economic development in the lands of their first 
conquests. The contributions which they made to the economic and 
cultural life of Europe are suggested by the many Arabic words now 
in common use — candy, cotton, damask, gauze, muslin^ taffeta, alco- 
hol, algebra, divan, jar, lemon, mattress, sherbet, syrup, julep, sofa, 
spinach, sugar, tariff, and traffic. There were musical words also such 
as lute and guitar, and military titles such as captain and admiral, and 
morris (moorish) dances. 

Some historians ascribe the plight of western Europe in the Dark 
Ages mainly to the fact that the Moslems stopped up the trade of the 
Mediterranean so that ports decayed. With this decay, town life and 
Roman civilization, being cut off from the more advanced centers 
of economic activity, lapsed again into barbarism. This deteriora- 
tion, however, is quite compatible with the fact that in the great pe- 
riod of Islam, its resources and techniques were so superior to those 
of contemporary Europe that Europeans later used them as the 
bases for developing modern production and trade. This is true not 
only of the creative activity of the Moslems themselves, but also of 
the spreading of the creative knowledge derived from the ancient 
civilizations which followed in the wake of their conquests. Greek, 
Assyrian, and Egyptian science, and particularly the mathematical 
language which was the main instrument of its development came 
into modern Europe — as the word algebra reminds us — by way of 
Arabia. The same story can be told of economic life. 

Henri Pirenne, the Belgian historian, notes that Moslem commerce 
circulated “from the Straits of Gibfaltar to the Indian Ocean, thrdfigh 
the Egyptian ports, which were in communication with the Red Sea, 
and the Syrian ports, which gave access to the caravan route to Baghdad 
and the Persian Gulf.“ Within the brief span of their trading domi- 
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nance in the Mediterranean, mainly in the latter half the seventh 
centiwy, they iAtroduceH many revol/kionary products and ideas into 
Europe front the* East — sugar cane, rice, cotton, silk, the manufacture 
and use of paper (without which the invention of printing would have 
lieen valueless), and the magnetif compass. * 

Thus what was destroyed in the Dark Ages was the Roman actmin- 
istrative system and whatever depended upon it, including some of 
the economic powxr of the churches and monasteriel. As always pap- 
|x:ns when war breaks established trading connections, city life Avas 
set back. New overlords took the place of the old, and for a time social 
co-operation w^as disorganized. But the Europe which emerged from 
the Dark Ages w^as enriched with new learning and vigor. It gathered 
strength, at first slowly, and later, after the Atlantic discoveries, at 
an accelerating pace, until it brought tlie whole world under the 
domination of its economic power. 

THE REVIVAL OF EUROPEAN COMMERCE 

The modern trading world grew^ from a resurgence of western 
European enterprise after the Dark Ages. Only tlie ideas and dreams 
of the ancient world survived to haunt the early modern age. One such 
dream — the wealth and splendor of the “gorgeous East” — became the 
driving force of the exploration and enterprise that created our trad- 
ing world. But the actual trade and much of the production of the 
ancient world dwindled into insignificance, thus providing another 
example of the abortive growths with which the record of history is 
strewn. 

The recovery of economic life in Europe after the Dark Ages was 
a slow and complicated process to which many forces, not all of them 
economic in character, contributed. With the breakup of the Roman 
Empire, particularly after the Moslem occupation of the Mediterra- 
nean sliores divided the western from the eastern (Byzantine) Empire 
and sealed Europe off from trading contact with the more developed 
economic life of Asia and Africa, there had been a rapid deterioration 
of town life and trading activity in western Europe. Towns had fallen 
into ruin and old buildings were used as quarries by the few remain- 
ing (hhabitants huddled in their shelter. Deprived of steady revenues, 
the medieval kings and their retinues had turned nomads again, mov- 
ing from one estate to another^ as they ate out local supplies. When 
town markets failed, the countryside rhaibged. Much of the land had 
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gone back totforest. Tiie Roman roads had blen neglected and tyid 
become, unsafe. Economic lifefhad become #decentriUzed and had 
clustered around monastic, episcopal, or baronial estates which were 
largely self-sufficient. 

Yet, something was left even in this dark hour. The church, though 
aplit into two main groups, had become intertwined with the organiza- 
tion of the Roman Empire and thus preserved for posterity not only 
the faith but th^eloments ol the an< ient culture, and the administra- 
tive methods by which men had organized a co-operative and hence 
a peaceiul and prosperous s<Kiety. Ehrough all the confusing squab- 
bles and intrigues by which petty chieftains strove to establish and 
extend their dynasties, the church remained a unifying and civilizing 
sfKial force. 

Gradually men emerged to revive learning, to resto^p orderly^ ad- 
ministration and to provide again the opportunity for economic enter- 
prise. largely it came from men of the church, at least as far as teaching 
and administration were concerned, since they were the only medieval 
^eii who had access to the intellectual tools necessary to such tech- 
nicians. Our words clergy, cleric, clerk, and clerical come from the 
iSitme root, which originally meant a member of a religious order and 
only slowly came to mean a scholar and especially a notary, secretary, 
recorder, accountant, or penman. The transition from the religious to 
llte lay use of the word clerk came gradually during the sixteenth cen- 
tury after the Reformation. 

I The revival of trade went parallel with, if it did not precede, the 
irevival of ordered government. It would be wrong to believe that trade 
^waited the restoration of law and order. Indeed the merchants who 
|begau the process of transforming European feudal society into the 
|c <)mmercial, democratic, international trading world of our day were 
bierchant adventurers in the crudest sense. Unless we realize this fact, 
[we cannot understand the continuous struggle between them and the 
rimrch in its efforts to apply the doctrines of the Canon Law. They 
Iwerc outsiders, often aliens and even outlaws, who were in conflict 
livith the ruling groups and often with local merchants. These foreign 
[traders were new men, mostly drawn from the dispos.sessed, landless 
Classes. There was a deep gulf between them ?md the landowning 
aristocracy^ whose status and privileges depended upon their render- 
ling military^ service in return for their lands. This social gulf has 
fnever been cdimpletely bridged. The snobbery which excluded {persons 
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engaged in trade from^social contacts with the landownkig aristocracy 
lingered into the twenlieth century, V;nd its traces still ourvive. 

• Likewise there was a sharp conflict between the rising class of 
traders and'tlie metiieval churchmen. Men who had cut themselves c 
off from dependence on the established order of society to live by 
their trading wits were naturally regarded with suspicion by thos? 
whovse power was entrenched in that order. Neither landowneijs nor 
clerics could be expected to look with favor upon the increasing wealth 
of Jews, foreigners, escaped serfs, or runaway apprentices, who b'^gan 
by peddling imported wares and soon came to be financiers as Well 
as merchants. I'he beginnings of international trade in the modern 
age, therefore, were marked by a class conflict different from our own. 

Before turning to a consideration of the trade along the medieval 
roads, and o^^the great fairs that grew up at convenient centers, men- 
tion must be made of the greatest European waterways, the Baltic 
and the Mediterranean. The lands around the Baltic shores had never 
formed part of the civilized world in ancient times. An extensive 
trade had developed overland by the northern route to China, by the 
shorter route to India through the Near East, and down the river 
valleys to the great market jof Byzantium and the eastern Mediter- 
ranean. The great surge of Asiatic tribes which culminated in the 
conquests of Genghis Khan (early thirteenth century) interrupted this 
trade. It was revived and developed by the Baltic route after the 
Germanic peoples began to multiply and spread eastward across the 
Baltic plain from about the twelfth century on. 

While the petty German princes were losing their struggle for 
supremacy in the politics of the Holy Roman Empire, population 
growth in Germany turned into an eastward and northward expan- 
sion, lodging Germanic settlements against and even within the 
boundaries of the Slav peoples. In the thirteenth century the Teutonic 
knights, the predecessors of the modern Junkers, colonized what later 
became East Prussia, and forcibly converted its pagan inhabitants to 
Christianity and servitude. This eastern garrison of the Germanic 
peoples was later to become the cradle of German militarism, rocked 
by the incessant conflicts between Teuton and Slav. Coincident with 
thoLsettlement of Ea^t Prussia, the great trading cities of old Germany 
— such as Bremen, Hamburg, and Lubeck — began the trading expan- 
sion Vhich was to lead them to the height of their power as leaders of 
ow»^ Hanseatic League. The foVest products of the Baltic states — lum- 
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bey, pitch, dtr — became increasingly valuable as the need for shi^s* 
stores increa^. 

The reopening of the Mediterranean was a by-p 1 "oduct of the fe* 
vival of political and economic life in western Europe* after the con- 
fusion and cieterioration which had^ followed the Moslem conquests, 
^he first vigor of those conquests had ebbed. Islam lost its evangelism, 
j and its leaders settled into the comfortable luxury of a ruling class 
I Their westward expansion had been checked by the Franks under 
1 Charles Martel at Poitiers in 732. After the conquest of Sicily, com 
pleted in 902, they made no further advances and it was not long be- 
fore they were being attacked and driven back from frontiers that 
were not defensible. The recoil began in Spain before the end of the 
tenth century. During the eleventh century, western Christendom de- 
veloped a series of attacks upon Islam. 

How long this offensive might have taken before it achieved great 
success cannot be known. However, by the end of the century (1095). 
Pope Urban II proclaimed the First Crusade to rescue the holy places 
of Christendom from the infidel. There is no reason to doubt the 
conviction both of the leaders of the church and of the Crusaders, 
Part of their motive was a desire for reunion with the Eastern Church, 
which, menaced by tlie Turks who were later to overrun the Levant, 
had made overtures to Rome. Part was resentment against the mal- 
treatment of pilgrims passing through Syria, which the Turks had 
already overrun. No doubt some knights and princes dreamed of 
establishing their rule in the Holy Land or on way stations to it as 
the Knights of St. John did at Malta. Primarily the Crusade was the 
work of the Papacy undertaken at once to unify Christendom, to 
dramatize the power of the church then at its temporal peak, and to 
rescue the shrines of the faith. As a great religious demonstration the 
Crusades were remarkable though, as good causes so often do, the 
later efforts fell into the hands of professional promoters whose mo* 
tives were not completely disinterested. As military expeditions they 
were not conspicuously successful. Though the Holy Land was re- 
conquered, it could not be held. 

One important by-product of the Crusades remained — the Mediter- 
ranean was reopened to western ft-ade and navigation. The ffsheftien 
of the Venetian lagoons and later the adventurous spirits of other nortli 
Italian cities found profitable openings in supplying transport and 
provisions to the armies. They also exploited the great markets ol 
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B)izantium and lodged trading settlements there. Still more impor- 
tant, »they gradVially todk over the tride through the hTcar East with 
Asia. Marco Pofo has left a record of his journeys to China in this 
fieriod, and tficre can be no doubt that Venice grew rich from traf- 
ficking in what was left of this jncient trade. The tflerchants of the 
Near East traveled by land across the silk route which lay over th^ 
Pamir motintains, from the borders of China. The Venetians carried 
this trade along the shores of the Mediterranean, <ftid even farther, 
through the Straits of Gibraltar to make contact with the Hanseatic 
traders, first at Bruges and later at Antwerp. Thus two-way trade was 
developed by coastal shipping, and the ports of the Low Countries 
I)egan to be important trading, manufacturing, and financial centers. 

Important traffic was carried also along the medieval roads. The 
main roads naturally followed the course of great rivers. It is doubt- 
ful if much traffic was transported by boat up tltese inland waterways. 
Packhorse trains could carry goods more cheaply up stream and it 
was easier to avoid the exactions of local barons when traveling by 
road. As the Papacy extended its hold over western Europe in the 
thirteenth century, there was a remarkable growth of trade, fostered 
by the remittance of Papal revenues to Rome. Pilgrimages increased, 
universities sprang up, and scholars moved from country to country. 
Town life became active again and great fairs grew up at convenient 
stages, sometimes near a monastery or crossroads town, sometimes at 
a break in transjxtrt, sometimes in connection with a local market. 
Knit together by the church, embodying not only a common faith 
but a common culture and a great tradition, medieval Christendom, 
though split into political fragments which were widely different in 
economic development, had a good deal of unity. Despite opposition 
from moralists and conservatives, the essential features of capitalist 
industry and credit began to enterge in the centers of trade — notably 
in north Italy, southern Germany, and the Low Countries. It was a 
false dawn of capitalism, checked by urban protectionism, and soon 
to be by-passed by the Atlantic development: but by the end of the 
fourteenth century, the modern trading system had begun to take 
shape. 
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TOLLS, TARIFFS, AND 
THE NATION-STATE 


THE king’s customs 

The beginnings ol trade are to be iound in the enicrprise of individ- 
uals and groups o( individuals, but legulation and taxation of trade 
are almost as old as tiade itself. In trading history, il enterprise is the 
theme, regulation is the counterpoint. As soon as the tnick logins to 
be beaten out, established authority intervenes to control and levy 
tolls upon the traders. » 

The words which we still use to discuss the collection of revenue 
and the methods of controlling trade are very old, but their modern 
use has been standardized only since the sixteenth century. One ol 
the oldest words is toll which came into England with the first Teu- 
tonic invaders in the fifth century. It has a long history back through 
Latin to the Greek word for a place at which local rulers exacted pay- 
ment for permission to pass or to trade, or simply for protection. Ol 
such a nature was the booth which the King James Version of the 
New Testament describes as the "receipt of custom’’ where Levi the 
publican collected the local taxes on produce entering the city of 
Jerusalem. 

The verb to tax {taxare) was «5ed in Roman times. It derivoi its 
fiscal meaning from an earlier use meaning to place a burden upon. 
The word fiscal comes from fisc, meaning a rush basket, hence purse 
and later treasury. The noun tax signifying a definite collection of 
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revenue was not comAion in English before the sixteenth century. 
Duty^ now conwnonly med in connexion with taxes on*trade» reflects . 
the royal origin of such taxes, being derived directly from devoir, the 
action and ^dtiductMue to a superior. Tariff, as used in English, is i 
an even more interesting and suggestive word. It is Arabic in its 
derivation and originally meant*a definition, a notification, or an exr 
planation. Its adoption in Italy came after the Crusades with the de- 
velopment of commercial bookkeeping and double-eptry accounts. At 
first it was used to describe any tabulated scale of charges, used as a 
ready-reckoner, and this general meaning is still common in Europe. 
But the word was introduced into English, also in the sixteenth cen- 
tury, as a technical customs term, denoting the list of import duties 
chargeable. 

If. would bf relatively easy to cite a long and almost infinitely varied 
list of ancient and medieval tolls and charges to which trade was sub- 
jected in various regions. Some of these charges were paid more or 
less willingly by the traders as the only means of gaining protection 
and security, but wherever such exactions could be safely avoided new 
trade routes were explored. Thus, when the news reached Venice 
that the Portuguese explorer Vasco da Gama had returned to Lisbon 
with a cargo of spices from India, there was a panic among the Vene- 
tian merchants. The dues exacted on the overland traffic increased the 
cost of spices from sixty to a hundredfold. The Portuguese, using the 
foute around the Cape of Good Hope, could undersell the Venetians 
in European markets.^ Only when the tolls were moderate and stable 
and when the assurance of peaceful entry, residence, and trading facili- 
ties was an adequate return for their payment, could trade survive 
the numerous exactions to which it was subjected by the multiplicity 
of petty rulers who exercised authority after the breakup of great 
empires. It is not surprising that the consolidation of nation-states, 
which was characteristic of the period from the fourteenth century 
on, gave a stimulus to both local and foreign trade. The growth of 
trade and its regulation is correlated with a stability of government 
exercising authority over wide areas. There is not much point in 
spending time either on the arbitrary and often excessive tolls levied 
by^tty rulers in aittient and medieval times or upon the dwindling 
remnants of trade that have survived in areas where settled govern- 
ment disintegrated into local and warring tribalisms. 

• • 

1 C£. H. Gordon Selfridgc, The Romance of Commerce, London, 1918, pp, 6i-6a. 
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For our pui^poses the consofidation of custofns tariffs in Englan^ 
providesia sufficient illustration (ff the manner in whiclibsCate taxation 
of trade began. Protected by its Channel moat, England was not dis- 
turbed by foreign invasion after 1066. Its feudal^orgaifi^ation grad- 
ually gave wrfy tocentralized authority. The monarchy in England was 
stronger than elsewhere in feudal Edrope and was able to assert its 
supremacy over the barons. This process of consolidation was slow. 
The king was expected to live from the revenue of the royal manors 
supplemented by the proceeds of such payments as were his right, 
especially in time of war. It was not till war exigencies forced the 
monarchy in the thirteenth and fourteenth centuries to ally itself with 
the town merchants and to enlarge their privileges, with respect first 
to municipal government and later to grants of national revenue, that 
the foundations were laid for parliamentary control over finance. The 
institution of a national customs service was an imjx)rtant element in 
this process. 

Sporadic attempts had been made by successive medieval kings to 
tax the import and even more the export trade that grew steadily as 
Flanders became a great manufacturing and trading region and pro- 
vided a market for English raw materials. The customs service, as its 
time-honored style — His Majesty’s Customs — denotes, is one of the 
oldest departments of government, but it emerged only after a pro- 
longed struggle between the crown, the barons and the town mer- 
chants. Even so, its history had become legendary by the time Adanf 
Smith wrote his well-known passage in the Wealth of Nations ex- 
plaining the word customs — “They seem to have been called customs, 
as denoting customary payments, which had been in use from time 
immemorial.” 

The true origin of the national customs and of commercial policy, 
as of national institutions in general, is to be found in local tolls and 
regulations.* As cities gradually developed, especially from the thir- 
teenth century on, the control of such trade from other cities or from 
abroad as entered their markets passed into the hands of the leading 
citizens organized into the Gild Merchant. The Gild Merchant, 

2 This is true also of the trade itself. Cf. George Unwin, Studies in Economic History, 
London, 1927, p, 223: *‘It was by the use ot intermediate links through which forSgn 
commerce and local trade could freely interact upon each othc 1 . that the great expansion 
both of trade and commerce took place. These links were mainly furnished by the various 
classes of traden that arose in the mediaeval ci^, and for that reason the origin and 
organization of tHIac classes is an important part of our subject.” 
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though not wholly cfcmposed of local citizens, since bi«rgesses of other 
\owns and ^en for^gn traders ^ere frequently members — ^herein 
.may be seen tfys origin of the custom of confening the freedom of the 
city upon distinguished foreigners — was essentially an organization qf 
local interests designed to stabilize and protect the^ town's industries. 
Naturally it was made up largely of craftsmen, at least in its early his- 
tory. 1 

There was a fairly considerable variation from^town to town and 
English development differed rather widely from that on the Conti- 
nent, llie corporate structure of the medieval town became increas- 
ingly complex. A double process, whereby the power of the separate 
c raft gilds weakened that of the Gild Merchant while within all these 
bodies democracy gave way to the oligarchic rule of the wealthier 
merchants, stiffened the monopolistic and restrictive policies of town 
regulation. Gradually these mcK antile associations, although separate 
in their origins from the institutions of local government, became 
powerful factors in that go^'elnlnenl and tended to merge with it. 
Eventually the gilds ^vere swallowed up by local government even 
where the forms of organization, as in London, remained those of 
tlie gilds. 

It was the Gild Merchant w'hicli w^as primarily responsible for the 
regulation of trade in the twelfth century. That trade was local rather 
than international. But aliens were carefully watched. The south 
♦. (ierman mercliants w ere subject to close supervision in Venice. Even 
the powerful Hanseatic League, led by Lubeck and comprising prac- 
tically all the trading towns of the Baltic area, had to fight hard to 
breach the exclusiveness of the towns where it established depots. 
In this keen struggle for trading privileges the royal power was usually 
the main hope of intruding aliens. The Gild Merchant was thoroughly 
protec tionist. In the long run it overreached itself, driving commerce 
and industry to rural districts and villages or smaller towns where the 
corporate organization was not so strong. Old and wealthy centers 
of industry — Norwich, Exeter, York, and Winchester — decayed, while 
little places like \Vorsted, aided in the fourteenth century by the im- 
migration of alien weavers, gave their names to new cloths. 

^The local tolls iingered on, *Draetimes for centuries, but trade 
escaped, as it has done throughout history, from local monopolistic 
and restrictive control. Where such control was maintained rigorously, 
the town languished and decayed, ^here a keener senue of values re- 
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laxed the mon&poly and competed for the growing trade, or wher^ 
hew locaHties became its seat, ancient rcstricfions disappeared.. By 
the middle of the fourteenth century in England, th^ dominance of 
•the towns was beginning to weaken. The power of taxation and of 
^ trade regulation ^as beginning to pasj from town to state, from Gild 
\ferc:hant to Parliament. 

Successive kings exercising tlieir royal prerogatives had tried to 
compensate for tBe decline of feudal revriuies by levying charges, 
sometimes for the privilege ol entry into the kingdom, sometimes for 
nominal services such as the formalities of inspection, mooring, anchor 
ing, or weighing goods. These latter often hceaiiie assimilated with 
the local customs.® The royal right of purveyance or requisition ex- 
ercised in the **prise’* of wines has often been regarded as the origin 
of customs duties, but the researches of Professor Gras ha v» discounted 
this theory. King John tried to levy a new tax, known as the fifteentli. 
but Magna Carta put an end to this.^ Other similar attempts were 
made at general customs taxation until in 1275 duties, including a 
small tax on all articles imported and exported, were iin|x>sed by the 
king and agreed to by the merchants in return for a charter which 
exempted them from many of the ancient tolls though not from the 
town customs then in force. In 1347 these various duties were con- 
solidated. By a long process of bargaining, not with Parliament as 
such but with local and foreign merchants, the royal right to levy 
customs duties was finally established. Thereafter a struggle which 
lasted for centuries ensued over the granting of various taxes on trade, 
supplementary to these agreed customs duties. It was in the course of 
this struggle that Parliament secured the power of the purse and thus 
paved the way for democratic institutions of government." 

«Cf. N. S. B, Gras, The Eatly Customs System. Ganibridge, 1918, p. a88. The 

term scavage (lit. showing) is paralleled by manifest, which siuvivcs lotlay as the declared 
listing of a ship’s cargo. Cf- also the word declaration, used for an imfK»ri entry, 

<The relevant clause of the Charter reads: "Let all rnert bants have satety and se- 
curity to go out of England, to come into England, and to remain in and go aliout through 
England, as well by land as by water, for the purpose of buying and selling, without 
payment of any evil or unjust tolls, on payment of the aiuient and just customs." 

*The account in the text follows the interpretation of English commercial develop- 
ment given by George Unwin, rather than that of William Cunningham, The Growth 
of English industry and Commerce (sih ed.y, Cambiidge, 1918, Vol. I, pp. *98 ff, Hhe 
latter describes Edward III as the "Father of English Coimnerte" primarily because of 
the consolidation of the customs during his icign. R. H. Tawnc> in his Introductory 
Memoir to Unwip, op. cit., drawls attention to Unwin's patient research, and "gently 
malicious common sense" as responsible for overtfirning the traditional admiration for 
militaristic adventurers. 
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^ By the end of the fourteenth century, the local taxafion and refla- 
tion of trade^was broking, down iti England. The foundations of a 
^national tax sfitem had been laid. At the same time town govern- 
ment was giving \^ay to the beginnings of national government. The» 
nation-state was in process of being born. The king, 9ymlx>l of national 
unity, was winning authority over prelates and barons. In his struggle 
with churchmen and landowners, he tended increasingly to ally him- 
self not with the common people, but with the representatives of the 
merchants. There was an uneasy equilibrium of forces, but as trade 
expanded and the merchants grew richer, this equilibrium was dis- 
turbed. The monarchy leaned more and more upon the foreign traders 
and the towns for financial support. It was not until the dazzling pros- 
f>ects op)ened up by the explorations of the fifteenth century precipi- 
tajted a struggle for trade that the nation-state was consolidated. 

THE LAW MERCHANT 

Before going on to trace the exciting story of the widening horizons 
that provided the setting for our modern age, it is necessary to recount 
briefly the somewhat misty origins of commercial law. Merchants 
early found it to their advantage to work out rules of fair dealing, 
and these rules evolved by agreement were administered at first by 
leading and respected traders. There are records of such codes of 
mercantile law from very ancient civilizations. The Chaldeans on the 
'flat plains of Mesopotamia (Iraq) had developed a complex trading 
system with receipts and contracts baked on clay tablets. The records 
not only of traders but of bankers and investment houses have been 
preserved in this way. Eventually the practices by which all these 
varied transactions were regulated and enforced were codified by 
Hammurabi before 2000 b.c., thereby putting the force of political 
authority behind established commercial practice. 

Much of the law by which we regulate the vast complexity of mod- 
ern production and trade, even the law of partnership and of cor- 
porate relationships, rests upon concepts of fair practice applied to 
intricate and ever-changing situations according to the experience 
of actual traders. Custom and precedent count for more than is often 
r^klized, especially *in the basic relations between men. Their roots 
go very deep in human consciousness. Inevitably men have attached 
to them reverence and religious authority, or have sought to identify 
them with the natural order of the universe. 
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modern times, as the power of the state^ has extended, mos^ 
countries, have- enacted codes or^statutes to regulate tJie increasing 
complexity of trading transactions. For the most pi«-i. iliis statute^ 
Jaw has taken over and reinforced the practice of nitrchaift^. Case law, 
interpreting the statutes and applying them to new situations, con- 
tinues the long process of definition and precedent. Without this 
continuity of definition, general principles would not be wwkablc in 
the infinite variet^j of transactions necessary to carry on a co-operative 
society. The rock upon which the whole structure of law and order 
IS built is custom, arising out of the experience of the workaday world 
and accepted because of its pragmatic validity. The writing of the 
law is important, but may fail of its purpose unless it receives ac- 
ceptance based on full understanding and agreement.® 

The medieval “Law Merchant,*' or rules of trading out (jj: which opr 
modern commercial law developed, has been described “as a par- 
ticular application of the general idea of contract." However, much 
more than general principles was worked out, because a great deal of 
commercial practice was incorporated into the rules by which disputes 
were settled. Bills of exchange, for example, “which at Inst blush look 
like the merest contracts, are overladen with minute arbitrary rules 
which the most ingenious jurist could not have deduced from the idea 
of contract. The truth is that *law merchant’ was a body of rules laid 
down by merchants for regulating their conduct one with another. 
Fxonomical definitions of exchange and juristic definitions of contract * 
are derived from these rules, not vice versa. In all the great matters 
relating to commerce, legislators have copied, not dictated." 

There was no single origin for such a body of rules nor was its 
development a clear, uninterrupted process. Indeed it has been justly 
claimed that “the grandeur and historical significance of the medieval 
merchant is that he created his own law out of his own needs and his 
own views," ^ In concert with his fellow merchants from all the trad- 

« a. Euripides, The Suppliants, pp. 429-54 (Way's translation) 

No worse foe than the despot hath a slate. 

Under whom, first, can be no common laws. 

But one rules, keeping in his private hands 
The law: so is equality jio more. ^ 

But, when the laws are ivritten, then the weak 
And wealthy have alike one equal right. 

’ L* Goldschmidt, Handbnch des Handetsrechis, Erlangen, 1891, Vol. I, cited in Henry 
Higgs (ed.), PalgrSt>e*s Dictionary of Political Econogiy, lx>ndon, 1926. Vol. II. pp. 577-4^2, 
from which the reXiaining quotations in the text arc cited. 
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ing countries, he hatS to devise both the rules by which he could^carry 
on his trade peaceably and equitabfy and the tribunals in which those 
rules could bet interpreted and enforced. Medieval courts were ter- 
ritorial, so that the trader who left his domicile either had to carr^ . 
his judge with him or create special courts. t, 

The best-known tribunals v5ere those set up at fairs, .under the pic-' 
uircsque name of Piepowder Courts. These were of the type of gild 
courts. They were set up by agreement among il\e merchants them- 
selves to settle disputes and enforce standards of fair dealing. Tribu- 
nals set up in important trading centers were presided over by national 
lonsuls elected by the gild to maintain discipline over the body of 
merchants who were resident in those centers. Some of the most impoi 
tant codes, such as those which were eventually incorporated into 
tlje body o^ maritime law, were developed and administered by con- 
suls elected in this way by the merchants themselves. The consuls so 
elected were ofTu ials of the merchant bodies. Not until the consolida- 
tion of nation-states did the title come by gradual development to 
signify an agent appointed and commissioned by a sovereign state to 
reside in a foreign to^vn or port, to protect the interests of its traders 
and other subjects, and to assist in all matters pertaining to the com- 
mercial relations between the two countries. 

These consular courts and those set up at fairs or at the seats of the 
Staple — the organization of merchants through which England’s ex- 
{X)rt trade was regulated — “fashioned and administered the unwrit- 
ten law merchant” for two or three centuries. In so doing they evolved 
a body of standard practice relating to a great variety of transport and 
trading transactions. Even where justice was administered by munici- 
pal courts (as in many German cities), or by national courts, these 
tribunals commonly accepted what was called “the law pypowdrous.” 

The main body of this law was non-national, being evolved from 
tlic common experience of merchants in many countries. Workable 
definitions and practices were copied from one trading center to an- 
other. The law merchant was in many respects more liberal and 
more modern than tlie prevailing usages of royal or church courts. 
It was directed less against the person and more against the property 
of a delinquent. It'^was concerneh less with the letter and more with 
the spirit of a transaction, recognizing unwritten contracts and guaran- 
tees, insisting on good faith^ in transactions, and graQting status to 
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married women — dismissing, in fjci, pedantic distinctions of out- 
ward form* of the personality of contracting parties, of title and of 
ex, in order to put ideas of sale and contract on ^ workable basis, 
Ti doing so, it.contributed greatly to the development of trade and 
j;onomic progress.* 

iTespite the view of some legal historians and the language of some 
\irists, it seems clear that the law merchant was largely inde[>cndent 

civil law in its ofigins. “Law merchant was built up in courts of 
ts own; diese courts were invented at a time when mercantile law had 
ittle or nothing to learn from other contemporary civil law, and the 
atter had everything to learn from the former.’* It would be a mis- 
ake to assume, however, tliat the merc hants were always their own 
ndges. The king’s justices enforced the law of the land, and the ec- 
Icsiastical courts enforced the Canon Law. Since the pftictices of 
he merchants came increasingly in conflict with the narrow medieval 
luerpretation of commercial ethics, it is nec essary to examine the 
Marion Law more fully. 


THE CANON LAW 

It has already been pointed out that the administrative tradition 
)f the Roman Empire was preserved in the church when the attacks 
»f the barbarians destroyed civil authority. The revival of learning 
ind of the arts of government drew heavily upon this tradition, and 
he church went far toward imposing if not a thecxratic rule at least 
climate of Christian morality upon the communities in which trade 
^as again developing. As contending claimants fought to be recog- 
lized as the rightful inheritors of the Holy Roman Empire, the power 
>f fhe Papacy rose to its greatest heights in the thirteenth century. The 
*opes were themselves temporal sovereigns. They directed also the 
fast finances of the universal church and collected both taxes and 
venues from ecclesiastical property. But more important, they 
ielded universal authority at least equal to that of temporal rulers 
matters of personal conduct, including many important aspects of 
-onomic behavior. 

Although generalizations are dangerous and theje is no reason to 
ilievc that public or private morality was higher in the Middle Ages 
lan in our own time, the pervasive influence of Christian doctrine is 
fact that canif^t be ignored. The first attempts of modern men to 
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grapple with economic questions were primarily essays in the applica- 
tion of ChrisTcian etMcs to economic behavior. In taC't, questions oi 
economic polidy are always at bottom questions of ethical conduct, 
This was clfearly recognized in the Middle Ages, since the relation- 
ships between employer and worker, debtor and creditor, buyer and 
seller, were easily understood. Even in our own time when these 
relationships are more complicated and often call for intricate analysis 
their ordering in society remains an ethical question. iThe contro- 
versies which arise concerning economic policy are seldom rooted in 
differences concerning ihe technical methods of acJiieving a desired 
goal. They arise primarily from conflicting interests desiring differ- 
ent goals. Such conflicts, in the last analysis, can be resolved only by 
appeal to ethical standards of conduct. 

.,The body of doctrine in which the standards of the medieval 
church were set forth is known as the Canon Law. Derived from 
scriptural texts and writings of the early Christian fathers buttressed 
by the teachings of Aristotle, the Canon Law was developed by com- 
mentaries, papal decisions and applications to new situations until 
it covered the most important aspects of economic life. It built a 
bridge between the moral responsibilities of the individual and the 
institutions of property and contract based upon the Roman Law. In 
so far as the economic aspects of human conduct are concerned, it 
was an attempt to work out in all the varied relationships that arise in 
' economic transactions the principle of a just price — a fair reward 
for services rendered. 

It should be said that the medieval church was never as unanimous | 
as the writings of historical analysts sometimes make it appear. From j 
time to time waves of protest against the luxury and demoralization 
of prelates, against social misrule, or even against doctrinal teaching, 
spread widely enough to be denounced as heresies and even to be 
suppressed by devout rulers.® There were increasing premonitions 
of the great revolt which was to issue in the Reformation of the six- 
teenth century. But in the early Middle Ages these deviations from ’ 
the main body of doctrine were not significant. The teaching, if not 
always the practice, of the church was consistent and generally ac- 
cx^pted. * ^ 

Property was not condemned, nor riches — only the love of riches. 

® Cf. the punishment imagined bv £>2hite as appropriate to the sin c* simony, in Canto 
•rf the Vision of Dante (Cary's 'cranslation), Florence, n.d. 
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But ^ncc the pflrpose of man’s existence was to save his soul, the use^ 
of property wa^to be charitable. \fen had a right in this imperfect 
world to reap the rewards of their labors, but they had ho right either * 
lo demand excessive rewards or to exploit the labor of others. In trade 
as in production the doctrine held, but was at first narrowly inter- 
^T^ted to exclude payment for what w'ould now be called time-utility* 
The speculator who profited by holding goods until they were scarce 
committed a sin. The nature of the goods had not changed so they 
could not be worth more. All that had hapj^)ened was the lapse of 
time, and time was a gift of God. Value was determined by labor cost. 
As Professor R. H. Tawney has suggested, “The true descendant of 
the doctrines of Aquinas is the labour theory of value. The last of the 
schoolmen was Karl Marx.” ® As trade expanded and new problems 
constantly arose, the schoolmen, and particularly the professors of 
theology at Paris, were kept busy. They stretched the definitions, 
found ingenious formulae, and endeavored to keep the teaching 
abreast of developing practice, insisting always upon the fundamental 
principles but modifying their application to practical situations. Out 
of their discussions came the first attempts at economic description 
and classification, if not analysis. 

One aspect of trading practice more than any other became in- 
creasingly difficult to reconcile with the traditional teaching. Usury, 
not in the sense of excessive interest but of payment for the use of 
money, was forbidden. The usurer was as much detested and feared in 
medieval Europe as the moneylender is in primitive economic com- 
munities today and for the same reasons. Personal loans for the relief of 
distress or for sudden emergencies were not regarded as proper oc- 
casions for extorting profit, but rather as occasions for generous mutual 
aid in the spirit of bearing one another’s burdens. Those who took ad- 
vantage of passing necessity to extort usury were guilty not only of 
ruthless exploitation but of unnatural conduct since they failed to 
observe the natural law of working in order to live.'® Fortified by 
Artistotle’s view of money as barren metal yielding no natural in- 
crease and by the denunciations of the Hebrew prophets and the early 

® R. H. Tawney. Religion and the Rise of Capitalism, New York. Harcouit, Brace Se Co.. 

1926, p. 36. ^ . 

10 Cf. The f^ision of Dante, Canto XI, 11, 113-16 (Cary’s translation): 

But in another path 

The usurer walks: and Nature in herself 

And in her follower thus he^ets at naught. 

Placing elsewhere his hope. 
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Christian fathers, the medieval church forbade not only excessive 
charges for loafts, but afl payment simply for the use of n!koneyf 

In face of the* developing use of capital for production and trade 
and of the growing complexity of exchange transactions as trade in- 
creased in volume and covered ^ wider area, the mai^itenance of this 
prohibition on usury was not easy. It is contended that nnterest pay'^^ 
ments were at all times allowable; but on the ground of just com^ 
pensation to the lender for loss sustained or gain foi%one by not ha\A^ 
ing his capital available — never because of the profit made by the 
borrower from the use of that capital. 

Precisely the same rule was followed in the application of the 
usury laws to exchange transactions — a matter of importance to the 
church in connection with the transmission of Papal revenues. Pay- 
ment was allowable both for the exchange of currencies and for the 
transmission of bills of exchange, in both cases for the presumed labor 
of transferring the money from one place to another. But dry ex- 
change — transactions offset in the future by opposite transactions — 
was forbidden as being merely a device to obtain loans under the guise 
of a commercial operation. In every case the church aimed its con- 
demnation at unearned profit and sought to enforce the principle 
of a just reward for services rendered. . 

However sharp and clear the distinction between usury and inter- 
est may have been in the minds of theologians, in the practice of com- 
mercial affairs it must often have seemed a distinction without a 
difference. In actual attempts at enforcement the estimation of injury 
suffered {damnum emergens) or gain lost {lucrum cessans) must have 
become hypothetical. The church’s war against usury was conducted 
by ecclesiastical lawyers and clerics with little sympathy with com- 
merce. It must have appeared obstructive and obscurantist to men 
anxious to get on with their busy affairs. To the clerics these men 
seemed too obsessed with the sin of avarice to take time or thought 
for their souls. 

The war was fought long and tenaciously, by exhortation and ad- 
monition, by withholding of the sacraments of the church, and by 
prosecution and punishment through the ecclesiastical courts. Until 
the power of the sute grew strong enough to assert itself, and for 
some matters even beyond that time, these courts functioned actively. 
The medieval merchant therefore, in addition to the eivil law and 
equity dispensed by the king’s justices or m chancery, was subjea 
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in many mat^^ to the law of the church, liiere was often a con- 
flict of jurisdictions, but in thi matter of u^ry in particular, ttie 
church successfully asserted its control. It may be a$|^ed how, in face 
of this consistent hostility to moneylending, theecapitalkt system of 
production and ^rade ever developed. We know that credit operations 
f all kinds, ^for the financing of trarie, for the transference of pur^ 
chasing |X>wer between national currencies, lor prcxiuctive invest- 
ment, and for pi^blic loans, multiplied rapidly from the fourteenth 
century onward. 

The answer is a simple one. However general and sweeping miglu 
be the enunciation of the Canon I^w, it was in prac tice aimed at the 
petty usury tliat battened on the misery of the poor. The generality of 
the law^ was appropriate to the simpler conditions of localized handi- 
craft production and trade. But economic progress moved the newer 
forms of organization out of the control of the Canon Law^ As Pro 
fessor R. H. Tawmey has j)ointed out. “whole ranges of financial 
business escaped from it almost altogether. It w.as rarely applied to the 
large-scale transactions of kings, feudal magnates, bishops, and abbots. 
Their subjects, squeezed to pay a foreign moneylender, might grum- 
!)le or rebel, but, if an Tdward III or a Count of Champagne was in 
the hands of financ iers, who could bring either debtor or creditor to 
l>tH)k? It was even more rarely applied to the Papacy itself; Popes 
u'gularly employed the international banking houses of the day with 
a singular indifference, as was frequently complained, to the morality* 
jol their business niciliods. took them under their sjx?cial protection, 
and sometimes enforced the payment of debts by the threat of ex- 
communication. As a rule, in spite of some qualms, the international 
money market escaped from it; in the fourteenth century Italy was 
full of banking houses doing foreign-exchange business in every com 
mercial center from Ccnistaniinoplc to London, and in the great fairs. 
Mu h as those of Champagnef, a special period was regularly set aside 
for the negotiation of loans and the settlement of debts.” 

Here, then, is a case often repeated throughout history, where ecu- 
nomic activity developing new forms and methods, escaped from the 
regulation evolved in a simpler age. The medieval church did not 
change its doctrine, nor has the modem church departed from it. 
the methods of its application to particular situations became inap- 
propriate as a great commercial revolution changed tlie character ol 
R. H. Tawnef, op. cit., pp. 44^5- 
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economic activities. The nature of that revolution knd its bearing 
upon the regulation 6f trade is the rfiext subject to comider. 

THE RISE OF THE NATION-STATE 

In the early years of the fourteenth century Dante Alighieri, after 
a brief period of political prominence which proved his undoiR^T 
wandered in exile. His movements are not clear, but, in the custom 
of the time, he went to the University of Paris and possibly to the 
University of Oxford.^* Returning to Italy, but not to Florence, he 
wrote The Divine Comedy, a brooding, imaginative epic of man’s 
hereafter. Its universal appeal, spiced by the malicious and easily 
identifiable placement of Dante’s enemies in appropriate categories 
of Hell, was quickly recognized by his contemporaries and has grown 
with the y^rs. Projected on to an appropriate scale of divine rewards 
and punishments, it surveyed the medieval world — a universal world 
dominated by religious principle, in which the loyalties of men re- 
sponded to a divinely appointed order, while their earthly allegiance 
was given to many competing forms <»f organized society. 

Just two centuries later, in the early years of the sixteenth century, 
another Florentine, Niccolo Machiavelli, wrote a slender volume 
entitled The Prince, the fame if not the knowledge of which has 
rivaled that of Dante’s great poem. Its qualities are in many respects 
the reverse of tliose which have attracted men to the vision of Dante. 
A work of realism, couched in stark prose, cynical, direct, earthy, and 
amoral, Machiavelli’s manual of statecraft sho( ked his contemporaries 
and continues to shock all those who prefer to ignore the less attrac- 
tive aspects of social struggle. His name at once became a synonym 
for ruthless and faithless striving after power in the relations between 
states. 

Machiavelli wrote before the state had become identified with and 
reinforced by the emotional drive of nationalism. His book was dedi- 
cated to Lorenzo the Magnificent, the ruler of Florence. The struggle 

12 Dante was cliosen Chie^ of the Priors of Florence in 1300; he was confronted by one 
of those factional disputes that divided many Italian towns as a by -product of the strife 
between Guelph and Ghi 1 >c) 1 inc over the succession to the Holy Roman Empire. Despite 
^18 claim of impartiality'', lie was driven f^om office and exiled by a sudden coup of the 
party which he later opposed. The conjecture that he visited Oxford rests upon a pas- 
sage in the Latin poems of Boccaccio, and a definite statement hy Giovanni da Serravalle, 
Bishop of Fermo, who. writing a century after Dante, asserted that he studied theology 
in Oxford as well as in Paris. Cf. fhe Vision of Dante (Cary's translation), Florence. 
n.d„ p. xix. * 
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power whicti Machiavellt^imdyzed was between smalb dynastic.^ 
Host personal property principal ties. But natlonalisnf was a grow- 
force, and the strate^ of [x>wer-poIitic$ which ht outlined has * 
jme the accepted pattern of international policy. It filindced an 
ritable pattern^as long as states recognize no limits to their sovcr- 
ity and men respond to no loyalty transcending that which they 
to the nation-state. 

)bviously in life two centuries which elapsed between Dante's 
Ipression of medieval ideas and Machiavelli's projection of the strug- 
f<ir [>owcr between states, far-reaching cl’*anges must have occurred 
\ the social and economic structure of western Europe. These chafiges 
tme earliest in the prosperous towns of northern Italy. They pre- 
:led the political consolidation which was to find its earliest and 
illest achievement on the Atlantic seaboard of western Europe. And 
ley prepared the ground for the great conflicts of the next three 
mturies and for the triumph of economic expansion in the nine- 
renth century. They intrexiuced the beginnings of capitalism and 
redit, for the structure of trade was also changing, though its modern 
evelopment awaited the exploitation of the great discoveries of the 
fteenth century. With these new changes in trade there also dcvcl- 
ped a new instrument of regulation — the nation-state. 

The first revival of European commerce from about the twelfth 
entury on, in the Low Countries as in the Mediterranean, stimulated 
he growth of cities and was centered in them. International trade 
Tovoked their expansion. The Italian ports were a gateway to the 
!ast. Bruges was an outlet for the Baltic trade. Behind these cities de- 
eloped the first considerable aggregations of industrial manufacture, 
''heir arts and crafts, the beauty and magnificence of their civic build- 
igs, and the elaborate corporate structure developed by their gilds 
epresent the medieval spirit at its best. By the middle of the four- 
eenth century, the evil effects of their corporate exclusiveness were 
^ming apparent. Mutual aid and protection degenerated into 
lonopoly. The new wealth and jwwer became concentrated in fewer 
ands — an oligarchy of privilege, rivaling tliat of the feudal land- 
wners, put an end to progress along the civic road of economic de- 
elopment. The comparison to be <&awn between this exaggeratioVT 
city protectionism and the very similar exaggeration in our time 
i national protectionism in the leading industrial countries is strik- 
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f In what is now Germany the si(*ength of the corporate towns, 
banded together in a powerful league, was sufficient to check the 
political evolution^ which resulted in the creation of nation-states 
over most of western Europe. Of all the experiments in gqvemment in 
the troubled centuries betweeij the collapse of the Roman admin^ 
istrative structure and the consolidation of national governments, the 
federal leagues of city-states that developed in the twelfth century 
might have seemed to contemporaries to present the most practical 
alternative to national unification. Most of these experiments were 
an outgrowth of foreign trade. The powerful gilds merchant of the 
great trading cities were the active agents in the promotion of consular 
courts, the evolution of the law merchant, the securing of treaties 
guaranteeing trading privileges and even in the planting of trading 
poits that wftre in effect colonies. The grave and reverend aldermen 
took their responsibilities seriously and were held in great respect. 
In the thirteenth and fourteenth centuries, it might well have seemed 
a leap in the dark to risk the hard-won liberties of city government 
in an attempt to form a national government led by some pettv 
princeling. 

The conditions under which trade was carried on made it neces- 
sary for the merchants to concert means of securing themselves from 
oppression and violence. It was natural that neighboring cities should 
join together to present a united front in foreign lands. Of the many 
leagues formed in this way, the greatest and longest-lived was that 
formed by the German towns which became known as the Hanseatic 
League. Its origins are obscure, and it maintained secrecy in regard 
to its organization and operations. The usual number of towns cited 
as associated in the League is 77, but the number of cities that were 
members at one time or another has been counted up to 115. The 
major purpose of the League was to establish conditions in which 
its merchant-members could trade profitably. But in pursuit of that 
purpose it was forced into diplomacy and at times into war. It was 
often in difficulties with the rulers of Denmark and southern Sweden 
who could levy tolls upon the Baltic traffic passing through the nar- 
r^ waters of the So^ind. In the second half of the fourteenth century 
in retaliation for a raid by King Waldemar of Denmark upon the 
League stronghold at Wisby (in the Aland Islands), deputies from 77 
Baltic and inland towns drew^up a declaration that “b^ause of the 
wrongs and injuries done by tlie King of Denmark to the common 



TOLLS, TARlfrs, AND THE NATIOS^STATE 43 

lan the cities would be his enelfiies and help one an- 

hW faithfully,” After some initial setbacks, war i^as carried to^ 
cessful conclusion in 1369 when the League dictated harsh terms 
: surrender. 

At the height of iu power the League maintained strongly fortified 
Sts as far cast as Novgorod and as far north as Bergen. Their depot 
the banks of the Thames, known as the Steelyard, was an alien 
rtress in the heart of London until Queen Elizabeth evicted the 
|kerchants in 1598. The secret of the long-continued power of this 
i^anization of merchanu and gilds merchant w'as strict discipline, 
jthlessly enforced upon the whole membership. When Bremen 
merchants defied League rules in 1356, the town was boycotted and 
luced for long years to economic distress. In the sixteenth century, 
lowever, the League lost power — partly because of the growing 
trength of national rulers which involved it in expensive wars, partly 
ecause other sources of ships' stores were made available by the 
opening up of new trade routes. Ivan the Third drove, them from 
Jovgorod at the beginning of the century. In the following decades 
Germany was torn by religious strife and persecutions. As the strength 
>f the League cities waned, they lost their trading outposts and the 
)anes gained control of the Sound. There was dissension within the 
-.eaguc, caused largely by the rigid discipline and monopolistic 
)olicies imposed by its leaders who were accused of favoring the in- 
erests of the stronger towns such as Liibeck. By the end of the six-* 
eenth century, what had been in effect a federated republic of city- 
tates dominated by merchant interests had lost the struggle to main- 
ain its privileges in territories that had pa.ssed into the control of 
inified national governments. Its long and tenacious struggle had 
ontributed to the disunity of Germany which did not become a uni- 
ied nation-state until 1870, 

The forces of economic change which are always liberated by ex- 
anding trade cannot be bottled up for long. In the later Middle 
iges they escaped from the control both of the towns and of the 
hurch. The medium of their escape was the development of credit 
acilities. The pressure to use that medium was a combination of the 
dvantages to be derived from trade and of the ambition of prinrj^ 
0 profit from those advantages in the extension of their dominions. 

Alien traders and financiers were from the beginning a consunt 
aenace to local exclusiveness, jews, being damned in any event. 
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escaped from the usury laws. Being outcasts, they drevf together. Jheir 

• wide-flung connectians enabled thim to function not only, as traders, 

• but as agents for the transmittal of funds, and as providers of liquid 
capital with whidn to finance trading transactions. Capital began to 
accumulate from trading profits, from rising land values in the towns, 
from large-scale production eien on a handicraft basis, from minkir]^' 
ventures, and from the accumulation of church revenues — from all 
the varied sources which are opened by widening and organized 
specialization leading to greater productivity. The north Italian mer- 
chants conducted a thriving trade with the Orient and with the Low 
Countries, which absorbed increasing amounts of venture capital.^® 
As early as the middle of the twelfth century, the necessary settle- 
ment of accounts had called forth the invention of bills of exchange. 
At the grejt fairs in the following century, not only was there organ- 
ized money-changing, but bills were cleared (offset) so as to save the 
expense of transporting the precious metals. The multiplicity of coins 
minted by yarious cities and princes led to a confusion of changing 
values which called forth the first real piece of' economic analysis 
when Nicole Oresme in 1360 wrote his Treatise on the First Inven- 
tion of Money. 

The Lombards, a Germanic people who had settled in northern 
Italy in the sixth century, gradually supplanted the Jews as financiers 
throughout western Europe. There are Lombard streets in the finan- 

• cial districts of many capitals, and the three golden balls which are 
the universal sign of a pawnbroker derive from the crest of the Medici. 
Italians were employed as financial experts not only to transmit Papal 
revenues and as factors or agents representing Florentine, Venetian 
and other Italian interests abroad, but also as farmers (collectors) of 
national revenues, for which privilege they paid the local rulers a 
fixed sum. Flemings and south Germans also participated in this 
process of creating an international money market with all its varying 
functions — deposit banking, foreign exchange, acceptance and dis- 
count, marine insurance, commercial advances, investment banking, 

13 Cf. The Merchant oj Venice, Act HI, Sc. II: 

^ But is it true, Salcrip? 

Have all his ventures tailed? What, not one hit? 

From Tripolis, from Mexico and England? 

From Lislion. Barbary and India? 

And not one vessel 'scape the touch 

Of merchant-mairing rocks? 
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|ufiici[>al, ctfrporaie, and" public loans. The Royal Exchange ip 
andon, developed from a bourse originating with llie Florentine 
iierchants who were settled in Lombard Street fw>m at least the 
velfth century.'*^ 

There is dot space, nor would it l>c pertinent, to deal in detail with 
tiese late medieval financiers many (Jt whom rose to great wealth and 
itcrnational power. The Medici. Strozzi, Bardi, and other Florentine 
imilies might b« cited, but the story of the great south German fam* 
ly, the Fuggers of Augsburg, is more relevant to our purpose. Begin- 
ling as merchant-producers, husbanding their capital, extending their 
ventures into factories and mining enterprises, and finally into public 
inance on a great scale, they were leading and typical figures in a 
reat commercial revolution. The village peasant<raftsman Hans 
Fugger set up a weaving establishment in Augsburg jn 1367. |iis 
younger son Jacob launched into expems of cloth and imports ol 
ipices, married a daughter of the master of the Augsburg mint and 
^o got into mining. Jacob’s son Jacob II, with his brothers, developed 
:he business into a vast organization of mines, factories, and financial 
fiouses. Kings and emperors were among their clients and debtors, but 
Lhc trust they put in princes was ill-rewarded when Philip II of Spain 
defaulted magnificently in 1575 and 1596. These events spelled the 
doom of the first crop of international financiers and the profession 
did not revive till the emergence of the Rothschilds at the close of 
the eighteenth century. • 

By this time however, many of the western European countries had 
learned the practice of finance. The Italians had pioneered and taught 
banking and moneylending as they had taught accounting and cor- 
porate organization all over Europe. But local traders were envious 

1* Cf. Stow*s Survey of London (reprinted from the text of 1605), Oxford, igoS, Vol. I, 
p. 801 : "Then have ye Lomhardstrccie, so called of the L^ngubards, and other Marchantt, 
itrangen of diverse nations assembling there twice every day, of what original!, or con- 
tinuance, t have not read of record, more than that ICdward the second, in the ix of his 
raigne, confirmed a messuage, sometime belonging to Robert Turke. abutting on Lombard 
street toward the South, and toward Cornchill on the North, for the Marchanta of 
Florence, which proveth that street to have had the name of Lombard street before the 
raigne of Edward the second. The meeting of which Marchants and others, there con- 
tinued until the 12 of Deceml)er,*in the yeare 1568, on the which day, the said Marchantt 
began to make their meetings at the Rursse^a place then buil^ed for that purpose in Ifae 
warde of Cornehill, and was since b> her Matestie, Queene Elizabeth, named the Ro^ll 
Exchange.'* 

The word bourse, literally a purse (d. bursar, bursty, disburse), was in common 
English use till the early eighteenth century in th| form used by Stow. It was re-introduced 
in modern time# in its French spelling. 
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of their profits and jealous of their privileges. New mm appeared who 
‘ proved that^they to® could. organic the finances of , their sovereigns 
. and enrich thfmselves in so doing. 

Jacques Coeurrin the first half of the fifteenth century was typical 
of these new men.^* They were to be found in Flanders and in Eng- * 
land, indeed throughout western Europe. They had e^aped from 
control of the towns and ignored the precepts of the church. They 
practiced by new financial methods a new and rujhless philosophy — 
caveat emptor — let the buyer (or borrower) take care of himself. 

The day was at hand when new trading horizons would be explored. 
As the fifteenth century opened, the discovery of new territories and 
undreamed of treasure by trade was already beginning. But the 
foundations of the economic ethics of the Middle Ages were under- 
mined before these new possibilities were ripe for exploitation. A 
new group of adventurers working within the pattern of medieval 
European trade had created the economic mechanisms which could 
be used to exploit the discoveries in the New World. These mecha- 
nisms were to become the instruments of economic warfare. 

Machiavelli's precepts of aggression came just at the right time for 
them to be used by greater political units than he had visualized. The 
political strategy he outlined was to find its chief use in the field of 
economic warfare which he had himself neglected as beyond his in- 
terest and competence. There was as yet no economic analysis com- 
parable with his political theory, but economic practice had been 
emancipated from the restraints placed upon it by medieval morality. 


Cf. Henri Pirenne, A History of Europe, New York, W. W. Norton Co., 1939, pp. 
,-|i4~2o, for the emergence of such adventurers in many countries. Of Jacques Coeur he 
writes: “Beginning with nothing, he joined a consortium, one of whose members was a 
bankrupt merchant, which leased the privilege of minting money from Charles VII. This 
was a profitable business. All the master-iiiinters were robbers who considered that the 
profits which they made in minting money were as legitimate as the profits which our mod- 
ern bankers make by the issuance of government loans. In 1432, having learned the ins and 
outs of the trade in metals, Coeur began to export silver to the East and import gold, 
which he disposed of in France at an enormous profit. From this time forward we see 
him constantly inaeasing his business interests. He leased the Crown mines in Lyonnais 
and Beaujolais. in which he employed German miners. He became ‘aigentier,’ which 
made him purveyor to the court, to which he advanced considerable sums of money at 
from 12 to 50 per cent interest. Nevertheless, he continued to increase his business in- 
terests. acting either on his own account, or in association with other capitalists. It was 
«k'^timatcd that he had^io less than three hundred factories, from Famagust to Bruges, 
and into England. He was accused of ruining 'honest merchants,' presumably by specula- 
tion and forestalling. His career had nothing in common with that of those ^honest 
merchants,' who were faithful to the traditions of the Middle Ages." 

Ci also the accounts of the English merchants in Selfridge, op. ctt.,.Chs. X-XII. 
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: torn bination of that practice with high policy was to be charac-# 
Stic of*thc struggle for jx)wer from the sixteenth century onward. ^ 
\e struggle was to be waged on the expanding froyt oT a New World 

ie. , 

^le Portuguese gropings southwar4 along the coast of Africa had 
an before Jacques Coeur broke into the profitable trade with Asia 
augh the Near East. By the middle of the fifteenth century, Ant- 
rp, which was th grow rich on the Portuguese spite trade, was al- 
dy displacing Bruges as the meeting place of the Mediterranean 
i Baltic traders. In England the de la Poles of Hull, William Can- 
je of Bristol, and Richard Whittington of Ia:mdon were repre- 
itativc of the merchants who came to wealth and power in the 
irteenth and fifteenth centuries by trading with Flanders and by 
anting the Hundred Years’ War. These men were the*'precursors 
those who in the sixteenth century were to enter with such zest 
o the conflict with Spain, and equally of Sir Thomas Gresham, 
ose financial ability was to lay the foundations of the London money 
irket. It is impossible to draw a sharp line between the old and the 
' trade or between trade and finance. 

Obviously the new and immensely profitable openings for invest- 
:nt offered by the financing of state expenditures in the fourteenth 
itury contributed heavily to the growth of financial capital and to 
aggregation. It would take too long to recount the incessant con- 
:ts and shifting combinations of dynastic rulers and their effects on 
pal policy as the Holy Roman Empire slowly gave way to the 
)dern nation-states of our day. Some families — notably the Haps- 
rgs — by judicious use of local wars and of political marriages, built 
their empires. Others were absorbed or subordinated to the doini- 
nee of one royal family whose power, at first uncertainly, came to 
minate the feudal landowners. Much of the confusion of political 
itory is concerned with these dynastic struggles. The royal courts 
d their importance, politically as well as economically. But in 
ros[>ect it is clear that their importance in shaping our world fades 

0 insignificance when compared with that which followed the grad- 

1 identification of the nation and the state. 

It is difficult to determine what caused the growth of national con- 
ousness in the lat^ Middle Ages. Language had something to do 
th it. LocaKiialccts, Latin or Teutonic in origin, or a fusion of 
th as in English, supplanted Latin as the medium of communica- 
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/ion and government. By the fourteenth century this process was well 
advanced and the vulgar tongues were being glorified by works of 
literary creation. Dante had written in Italian, Chaucer in English. 
The clergy, especia^lly of the lower orders, began to preach in the com- 
mon tongue and were increasingly conscious of a stimng* of patriotism 
among the common folk. Joan of Arc simply expresses the feeling of tKS" 
ordinary people when she takes it for granted that it is Qod*s will that 
the Dauphin should be crowned at Reims and rule^over the whole of 
France. Common language and law, the rise of a merchant class seekr 
ing freedom from local tolls, the waning power of the universal 
church, and the beginnings of secular education, as well as war, con- 
tributed to the idea of national unity. The disintegration of the 
Roman Empire left a vacuum which was filled by the nation-states. 
This development was clearest in the western countries — France and 
England — where the Holy Roman Empire had never been very real. 
The Papacy had been involved in the Roman Empire, and the Popes 
waged a successful fight to maintain absolute control over church ap- 
pointments. This, however, resulted in the secularization of the state, 
and therefore reduced the temporal jx)wer of the church. 

Monarchy was the natural form of government around which the 
people rallied in opposition to the rival claims of the church and of 
local magnates. Those peoples who were fortunate enough to be led 
by militant yet just rulers with a gift for administration emerged 
first into organized nation-states. The solitary exception to this gen- 
eral trend was provided by the Swiss, who sat astride the trade route 
using the St. Gotthard Pass between Italy and Germany. Before the 
end of the thirteenth century the original nucleus of the Swiss con- 
federation had asserted its virtual independence under the suzerainty 
of the Empire. The original cantons were joined by neighboring cities 
and cantons, but the form of government remained that of a con- 
federation with much local autonomy. The success of this essentially 
democratic organization rested primarily upon its strong natural de- 
fenses. 

The tenacious Dutch, who had built up a great commerce and 
industry and by their enterprise had made Antwerp the greatest 
Tnoney market of the fifteenth century, had to fight desperately in 
the sixteenth century to esublish their independence from Spain. 
The fight was embittered by religious controversy and marked by 
threats and fears of persecution. Inevitably its economic cost was 
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The Ddich, aided Vj-y shdiing alliances with the enemies of 
ain, gained a^hare in ilie developing trade with the New World and 
lilt up a great colonial empire, but they never developed into a-' 
eat power as did England and Franc e* 1‘heir industrial ‘hinterland 
as liarricd ahd part of it was lost. It is possible that they might have 
6t their independence, if in their exposed position they had not had 
jie sagacious Ic^adership of William the Silent, founder of the House 
' Orange, durinj^the critical years of tlieir struggle with Spain. The 
flitch Republic , wliich came into existence during the long war with 
fpain, profited by the enterprise ol its merchants and overseas traders, 
rite Dutch lost much ol the fruits of their first colonizing and trading 
ventures in their eighteenth-century wars with England; but enough 
vas retained to make them one of the greatest colonial powers, ruled 
igain in c^ur day by the House of Orange to whose leadership so much 
vas owed in the sixteenth century. 

The Dutch story is an epic of courage and endurance of middle- 
:lass traders, fighting stoutly for their political, religious, and eco- 
lomic liberties. It constitutes a bright page in the history of the strug- 
gle for freedom, but it was not the most effective road to national 
urvival. That road was alliance lietween the monarchy and the mid- 
lie classes, perhaps best illustrated in PIngland. 

The new merchants found it to their interest to support the mon- 
irchy as the symbol of a united nation with power to grant and enforce 
reedom of trade and transit in its realm. The expenses of govern- 
nent increased with centralization and still more with war. Taxa- 
ion was slow and difficult to collect. It was convenient for the king to 
rave a fixed sum prepaid for the right to collect taxes and still more 
onvenient to have a Icxm of ready cash to be repaid by the imposition 
)f new taxes. The “magic of credit” was a means whereby kings could 
;asily acquire the purchasing power with which to sustain court ex- 
penditures at the new levels of ostentation, or to go to war. The de- 
basement of coinage was another device for raising funds to supply 
he royal treasury. There was in the fifteenth century a constant shon- 
ige of the precious metals; but debasement of the coinage from time 
o time caused a rising tendency of prices by temporarily increasing the 
tvailable purchasing power. 

This was a period of increasing trade and productivity. Capital ac- 
rumulated aryi became concentrated in the hands of enterprising 
nerchants antf financiers. By lending it* to the state and collecting it 
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again with heavy interest, much of the inaeased productivity was 
“ gathered up^nto th«i hands of the rfianciers. , 

By the end Qf the fifteenth century, the new financial capitalism was 
centered kv Antwerp, which had attracted from Bruges the profitable 
entrepot trade between north and south. This it did by a policy of* 
economic liberalism which broke the power of the local gilds. Whp*c> 
Antwerp led, other money markets followed — notably Amsterdam 
and London. As a general rule, the [jower of the monarchy was en- 
listed in support of the struggle of the merchants against feudal land- 
owners, town gilds, and church courts. But this alliance with the 
stale was soon to prove fatal to the liberal spirit of free and aggressive 
enterprise. A new form of restriction, national rather than local, was 
in the making. 

More important— the first profits of this new organization were dis- 
sipated in war. It is dear that the Middle Ages, despite all their bril- 
liant advantes in the arts of trade, would have ended in disaster b) 
reason of the no less brilliant inventions in the arts of war, if a nctv 
world had not been opened up by the great geographical discoveries 
of the fifteenth century. The extraordinary flow of wealth which fed 
Europe with trade and treasure as a result of these di.scoverics enabled 
the new nation-states to indulge in bigger tvars. The lot of the ordi- 
nary folk was not greatly improved until after the culmination of 
these wars at the turn of the nineteenth century whu h gave the victory 
I to England over her last rival France. Only then did there ensue a 
long period of peace which enabled men to profit in their daily lives 
from the development of world trade. 



fH A> T E R I I I 


THE EXPANSION OF THE 
WORLD 


EXPLORATION AND DISCOVERY 

||||^ Vhe end of the fifteenth century Europe had burst its medieval 
'^nds. The Mediterranean was no longer the center of civilization, 
lership had passed to the maritime western fringe of Europe — 
tugal, Spain, the Netherlands, France, and England. Italian sea- 
1 — Columbus, Vespucci, Cabot — took service under the flags of 
countries, and Italian commercial enterprise was displaced. In 
this was because the Italian cities fought among themselves so 
jerately that they weakened their own strength and incidentally 
lllitated the march of the Turks across the trade routes to Asia, 
stantinople fell in 1453, and the whole seaboard of the eastern 
iiterranean passed into T urkish hands. There was a curious tilting 
srtune in the wars between Islam and Christendom. As the western 
>pean$ bore down on the last strongholds of the Moors, the Turks 
ve in the eastern frontiers of the Christian world. But long before 
the maritime peoples of western Europe were seeking a way to 
ass the Venetian monopoly. 

ammerce, science, and religion joined in the urge to discover 
routes to the East. This was an age of travelers* tales. In the late" 
teenth century, Marco Polo had gone overland from Italy to 
^na with hisclders on their return to t];ie court of Kubla Khan and 
spent seventeen yean in the great Khan’s service before retum- 
• 5 > 
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jng by sea. His stories* which were fidiculed at first, stimulated the 
imagination of poet^' for centuries afterward. Many collections of 
voyages and explorations* more or less accutate, appeared in differ- 
ent Europeah languages. At his new palace commanding the Atlantic, 
Prince Henry of Portugal, the first of the great patrons of scientific 
exploration, collected a library which included Marco. Polo’s travel® 
and those of Ibn Battuta, the most famous of the Moslem explorers, 
as well as the geographical writings of the ancients. * 

Whatever popular opinion may have been at this time, those who 
planned and led the voyages of exploration were well aware that the 
earth was round and that there were active commerce, flourishing 
civilizations, and accumulated riches in the Eastern world.^ They 
knew of the Moslem posts on the east coast of Africa, as well as the 
southern coast of Asia, and they coveted access to the cottons, silks, 
spices, pearls, and gold of this fabulous world. It was an entirely legiti- 
mate speculation that a route to Japan — where Marco Polo had re- 
ported roofs of gold— might be found by sailing around Africa, or 
even in a much bolder adventure across the Atlantic. Indeed a way 
might be found by braving the mists and ice of the northeastern pas- 
sage, driving past Ultima Thule (Scandinavia) and north of Russia. 
Later, after the American continent was revealed as blocking the 
westward approaches, many brave efforts were made to find a passage 
to the northwest. These persisted even after Magellan in 1519-22 had 
^ actually found the strait that bears his name, and Drake had followed 
in his path. 

The mariner's compass had come into use by the thirteenth century, 
and there was some knowledge of the stars. Instruments were primi- 
tive, and much of the modern knowledge necessary for correct naviga- 
tion was unknown. Few of the great discoverers had enough mathe- 
matics to calculate their position correctly. Columbus made and re- 
corded observations which were very inaccurate and even mistook 
other stars for the Polar Star. But like the other great captains, he 
was a practical sailor with an uncanny accuracy of dead reckoning. 

t The fifteenth and early sixteenth centuries were an age of enlightment, of renascence. 
The learning of the ancient world was eagerly rediscovered and there was much critical 
^ discussion. The attempt. of the Inqiiisitic^ to regulate scientific discussion in the late 
^lixteenth and early seventeenth centuries was directed primarily at the Copemican 
theory of the movement of the earth around the sun and was most actively prosecuted 
in the period of the Counter Reformation. The major incidents — ^against Bruno (1600), 
Tycho de Brahe (1601), and Galileo (4695) — came in an age of reaction against the free 
philosophic speculation that characterized the age of Columbus. * 
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shrewd judgment, and above all determined courage. Although such 
jnen were seldom of a sitlbolarly !ast, science gakied mufih from them! 
No man who had spent* a life of study could have kipwn as much 
they knew about ships, winds, and men, but he w®uld probably have 
known enough tp ridicule the scientific bases of the practical men’s 
projects as did the learned men to wh6m Columbus’ Enterprise of the 
Indies was submitted. The scholars were right. Columbus’ geography 
was wrong. But ^ Queen Isabella had not taken a chance and sent 
him out to find the western road to Japan, he would not have dis- 
covered America. 

The first impulse which started the Portuguese on their discoveries 

I was a continuation of the crusading attacks on the Moors. An attack 
on their outpost at Ceuta in 1415 was successful, and Prince Henry 
^ was led on to secure his victory by exploring the west co^t of Africa 
! and its outlying islands. In the process gold, the most potent of all 
inducements to further exploration, was found on the Guinea coast.= 
There had been earlier ventures, but Portugal was well placed to ex- 
plore the African coast systematically. The strategic purposes were 
far-reaching — not only to secure the western flank, but, by linking 
up with Prester John, the mythical Christian monarch of Ethiopia, to 
outflank, to surround, and to crush the Moslems. The means organ- 
ized were thoroughgoing. The fishermen were trained and encouraged 
to become skilled navigators and seamen, shipbuilding was improved, 
map-makers (including the brothers Columbus) were assembled, and 
a great library was built up. The crusading strategy persisted even 
after economic motives had become dominant. As late as 1487 an 
expedition was sent “to discover and learn where Prete Janni dwelt, 
and whether his territories reached unto the sea; and where the pepper 
and cinnamon grew. . . . They were further charged to find our 
whether it were possible to sail round the southern end of Africa to 
India and to gather information about sailing in the Indian Ocean.” * 
For many years no captain got past that stretch of coast where the 
Sahara Desert comes down to the sea. However, in 1434 Cape Bojador 
was passed, and the ancient fears of the tropical seas were shown to be 
exaggerated. By the time of Henry’s death in 1460 his captains had 
rounded the bulge of Africa and» despite the disappointment feJi 

2 Later, the English were to mint a new cx>in of African gold, which circulated at a 
; value of 21 shillings in the older worn coinage, thus it was that a guinea came to mean 
iai shillings. # ^ 

* Cf. Sir Percy fykes, A History of Expiration, New York, 1954. p. 100. 
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^whcn the coastline trended south a^ain, they pushed Vanher anc/ far- 
ther till in i(|86-88/Bartholomew Diaz rounded theCap^^of Good 
"Hope, A decade later (1497-99) Vasco da Gama crept cautiously up 
the eastern eoast, fought off attacks at the Arab trading posts, picked 
up a Hindu pilot and made the Indian port of Calitut before re- 
turning home. * 

This achievement of finding the long-sought passage to India was 
followed up at once. In the year 1500 a powerful Peet under Cabral, 
which sailed as far west as the coast of Brazil, rounded the Cape and 
established a factory at Calicut, Within the next few decades there 
were trading posts along the east coast of Africa, in India and tl\e 
Spice Islands, and at Macao. In 1542 commercial relations were opened 
up with Japan. Meantime the Portuguese captains fought the Arabs 
aijd Hindi^ from Aden to Hormuz and Malacca. They were a sea^ 
faring rather than a colonizing people and of all their conquests not 
much is left — Macao, a part of Timor, Goa, and stretches of east and 
west Africa. But the wealth of the Indies poured into Europe through 
Lisbon, and the Portuguese choice of Antwerp as the depot for the 
spice trade contributed heavily to that town’s commercial develop- 
ment. 

The Dutch and the British followed later to secure and retain very 
substantial empires and to profit enormously by the later trade with 
the East. Their opportunity came when Portugal passed under Span- 
^ ish rule from 1580 to 1640 and was thereby subjected to the harassing 
restrictions of the Spanish governmental system. During this period 
and in the following years when Portugal fought an exhausting war 
for her independence, the British drove the Portuguese traders from 
most of India, and the Dutch picked up the rich East Indies. 

It .should be remembered that the trade with the East was more 
varied and in many ways richer than that with the Americas which, 
until colonization, offered little but gold, silver, and pearls. The trade 
with the East comprised not only spices but sugar, tea, cottons, and 
silks. Portugal was not a great manufacturing nation and could there- 
fore ac)t only as trader and middleman. But she might have monopo- 
lized this profitable trade for more than a century if it had not been for 
the Spanish subjugation. ^ 

After Diaz had rounded the Cape but before Vasco da G^ma had 
reached Calicut, Columbus had sailed from Palos, reached the West 
Indies and returned. When tfie significance of this voylige dawned on 
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the wdkrld, it opened flc^gates of excited speculation. All 

the Utop^ tov centuries to come were placed in th^ brave New ’ 
World. No tale was too fantastic, no project too specula^ve. Columbus . 
*never knew that what he had discovered was not th*? rich Indies but a 
new continent: obstinate faith in his original purpose was a meas- 

ure of the importance attached to trade with the Orient. In all his 
four voyages with their many disappointments, Columbus sought 
gold. Some gold hcidid find on Hispaniola (Santo Domingo) — not the 
rich treasure of the Indies, but sufficient to attract the Spaniards back 
to try again. In his disappointment he shipped home some Caribs as 
slaves, but the Catholic advisers of Spain vetoed this venture. The 
European exploitation of the slave trade was left for the Portuguese 
to initiate and the Dutch and British to systematize later. 

In the early sixteenth century, Cortes and Pizarro plundered the ac- 
cumulated hoards of the American civilizations and unloosed a flood 
of gold and silver upon Spain and through Spain upon Europe. This 
plunder was double-edged. There are those who believe that Spain 
was ruined by it. Dazzled by the prospect of sudden riches, the best 
energies of her people went into a delirious search for treasure, neg- 
lecting both the solid values of her own manufacturing outposts in the 
Low Countries, and in great measure the possibilities of true coloniza- 
tion in the Americas. It was not till after long and baffling effort that 
exploration of the interior and colonization — French, Dutch, British 
and Portuguese, as well as Spanish — began in the middle of the 
seventeenth century to realize the true economic value of Columbus’ 
discovery. 

Magellan’s voyage in 1519-22 with its annexation of the Philip- 
pines, alarmed the Portuguese who were firmly established in the 
Moluccas close by. They rightly suspected that the purpose of the 
voyage was to breach their monopoly of the spice trade in defiance 
of the Treaty of Tordesillas in 1494. In successive bulls, the Pope had 
awarded to Portugal and to Spain sovereignty over discoveries made 
or to be made in the south and west of the then known world. The 
division of Portuguese interests in Africa and Spanish interests in 
the Western world had been made along a line 100 leagues west of 
the Azores. The Portuguese had wished to change this to 370 leagues 
west, so that their claim to Brazil might be validated. This they had 
achieved in thf Tieaty of Tordesillas. But how far west from Amer- 
ica into the Paeiiic did Spain’s right go? * 
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The Spanish lodgment on the Phpippines and claiih to the Moluc- 
cas brought the matter to a head. Cortes sent a galkon to Manila 
’across the Pacihc from Mexico, and the hghtwas on. But in 1529 the 
Portuguese bought out the Spanish claim to the Moluccas for 350,000 
ducats, and Spain agreed to a line extending Portuguese claims to 1 7 
degrees east of the Moluccas-^which would have barred Spain for- 
ever from the Far East. Spain, egged on by New Spain, broke the agree- 
ment by sending expeditions in 1542, and again in 1564, under 
Legaspi, to colonize the Philippines. Once established, the Spaniards 
stayed there for more than three centuries. 

When Spain absorbed the Portuguese empire in 1580, it appeared 
as if Columbus’ dream had at last come true. From Africa to Asia, 
across the Pacific to America and across the Atlantic to Spain, a g^at 
eippire ha^been created dominating the trade of the world. This Was 
the period of Manila’s greatest fortune under the Spaniards, and the 
greatest period of Spanish imperialism. But the Dutch and the Eng- 
lish were already at their work and within a decade the sea power 
of Spain was to suffer an irretrievable defeat when in 1 588 the Grand 
Armada was dispersed in the English Channel. Thereafter the ques- 
tion was which of the rival nations would be able to get most of the 
pickings, not so much from Spain’s American empire, as from trade 
with the Far East. 


MERCHANT ADVENTURERS 

When the sixteenth-century merchants and officials in Portugal 
and Spain, Holland, France, and England found themselves with a 
new and vastly expanded world on their hands, there was much specu- 
lation and promotion of new economic projects. The African route 
to the Indies had been discovered before the century opened, and 
the American route soon after. Balboa crossed the Isthmus of Panama 
in 1513, and Magellan sailed around South America to the Philip- 
pines, whence one of his ships continued westward to round the world 
for the first time in 1 5 1 9-2 2 . In the meantime many other captains had 
explored the North and South Atlantic and the Arctic seas, always 
looking for a quick passage to the wealth of Asia, but in the search 
•discovering other*opportunitie^ for enterprise and adventure. The 
Newfoundland fisheries, new sources of naval stores — timber, tar, 
pitch, and cordage — rich furs on sea and land, and^the profitable 
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slav 5 trade were incidental by-products of the search for gold and, 
spices. 

Any attempt to analyze the projects of this age o^ daring experi-’ 
ment or to fit them into categories of policy must inevitatfiy lose much 
of the variety and color of an adventurous age. A whole new world 
offered oppotsunities for enterprise. No venture could seem foolhardy 
or quixotic when the boundaries of the known world had been so 
enlarged that notfe could say what fresh marvels awaited discovery. 
It was an age of enterprise rather than of regulation. The freer and 
more adventurous economies of Holland and England were to win 
a decisive victory over the regulated economy of Spain. Even though 
the trade of both the English and the Dutch was organized with state 
aid which would eventually harden into monopolistic regulation, the 
enterprise rather than the regulation of trade proved moss influential 
in shaping the modern world. 

If we are to understand how our world came to be created, it is 
necessary to stress the activity of traders, rather than their direction 
in the interests of state power or the somewhat confused theories 
advanced to support state policy or special privilege. Mercantilist 
practices and doctrines were an outgrowth of thrusting enterprise in 
new fields. It is necessary to understand the logic involved, but these 
practices and doctrines should not be regarded as the basic phenomena 
to be studied. The characteristic of the Elizabethan age is action 
rather than reflection. 

Gold loomed large in the Elizabethan imagination. The search for 
gold, however, was only one, if the most important, phase of com- 
mercial activity. It was to give place to less spectacular, but in the 
long run more profitable, methods of amassing wealth even in the 
form of gold. The slave trade, which already had a long history, found 
a new and wholesale vent in the Americas. The furs, fish, and naval 
stores of the North Atlantic seas and coasts, the dyewoods that gave 
their name to Brazil, and new products such as tobacco, maize, and 
potatoes were added to the now familiar spices and silks of the East. 
Moreover there was a vast extension of the trade ip CQtton products. 
Cotton itself had come into Euro]^ and was known by its Arabic 
name even before the Arabs brought gauze (from Gaza), damasks^ 
(from Damascus) and muslins (from Mosul). But as early as 1540, less 
than half a century after Vasco da Gam^i’s first voyage to Calicut, the 



58 THfi: COMMERCE OF NATIONS 

• word calico is found in English as ifipresenting the new and ch&per 
Indian cottofis. It quickly came to be used as a general term to de- 
scribe all thesd fabrics which were very much sought, after, though 
bitterly resented by the local producers of woolen cloths. A publica- 
tion of the woolen interests iq 1719 refers to "a taSArdry, pie-spotted, 
flabby, low-priced thing, called Callicoe . . . made . ; . by a parcel 
of Heathens and Pagans, that worship the Devil, and work for a half 
penny a day.” “ 

As the growing demands of a widening market absorbed an ^ver- 
increasing volume of luxury and semi-luxury goods, habits and thpdes 
of living changed. The heavy medieval manor house gave wa^ to 
Tudor constructions, in which wood was extensively used and ^ass 
windows became common. Rugs replaced rushes on the floor. Cotton 
fabrics wei^ easily washed and led to a revolution in personal clean- 
liness. There was much ostentation in clothing, furnishings, plate, 
and means of travel, as well as in shows and entertainment. The use 
of tobacco spread rapidly, and in the seventeenth century there were 
constant complaints that the working classes wasted time and money 
in tea-drinking.* 

The first experiments in colonimion began toward the end of the 
sixteenth century, partly to develop new trading opportunities and 
partly to secure strategic bases for further exploration or for warlike 
^ operations. True colonization, as distinct from the establishment of 
“factories” or trading posts, or from the riveting of an alien govern- 
ment upon communities more backward than their conquerors in 
the arts of war, was pioneered by Spanish settlers; but in the long run 
it became largely an achievement of the English. In 1583 Sir Hum- 
phrey Gilbert led an expedition to Newfoundland, and in 1587 Sir 
Walter Raleigh settled a group at Roanoke. But the true model of the 
later colonies that were to become the original thirteen states of the 
union was the plantation by Elizabeth first of Munster and then of 

*Cf. Stow*s Survey of London, op. ciL, Vol. I, p. 84: . . but now of late yeares the 

use of coatches brought out of Germany is taken, and made so common, as there is neither 
destination of time, nor difference of persons o1>served: for the world runs on wheeles 
with many, whose parents were glad to goc on foote," and Jusserand. A Literary History 
of the English People, London (snd ed.). 1907. Vol. 11, p. 297: 'in these coaches and also 
““^tn the play-houses, an 3 , in fact, cverywriiere. gallants display their finery, they appear 
all emboss^ with gold, 'fairer in show than the tombs at Westminster,* and so do ladies, 
whose complicated dress is, like their admirers*, a triumph for 'that smooth and glitter- 
ing devil, satin/ Trimmed in lace from head to foot, the fine gentleman 'holds himself 
very busy about the burning of his tobacco-pipe; as there is no gall&it but hath a pipe 
to bum about London.' ** 
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Ulst^, in order to reward thoseVho had assisted in the conquest of » 
Ireland. From the early seventeenj^ century onward col&nization and 
trade are inseparable, and shipping is closely tied tq bdkh. 

Thus it is convenient to consider the exploitation of the* New World 
under three broad heads — first the sea|[ching after accumulated treas- 
ure or gold mines, the regulation of commodity trade, and the actual 
occupation of the new lands by colonists. Before taking bp these as- 
pects of policy in ftiore detail, it is necessary to draw attention brief!) 
to the political setting in which policy was pursued. 

The loosening of the ties that had hound medie\’al Christendom 
in a common culture, the weakening of church discipline, and the 
decline of municipal power had left the field open for aspiring nation- 
states. At the same time both administrative costs and the costs of war 
increased by leaps and bounds. The need of governments for revenue 
was the key to many aspects of economic policy. The use of artillery 
and of massed infantry brought with them the necessity to provide 
supplies in greater volume. Logistics, as it is now called, began to oc- 
cupy a larger and larger place in military calculations. The political 
history of Europe from the fifteenth through the eighteenth century 
was largely die story of a free-for-all struggle for survival and power, 
first among contending feudal princes, and then among the nation- 
states that were gradually consolidated. At the beginning of this 
period there was a special cause of bitter conflict. Discontent with 
the manifest abuses of the church organization, the recurring move- 
ments of social reform claiming Christian inspiration, and the inevi- 
table resentment aroused by the accretion of economic property and 
power in a never-dying institution, finally issued in the great religious 
cleavage that we now know as the Reformation. 

Religious wars, unlike those rvaged for limited national objectives 
as a matter of calculated policy, are hound to be wars to the death. To 
compromise is to betray the faith. Christians had fought the infidel 
in successive crusades. Now Protestant fought Catholic within a di- 
vided Christendom. The Wars of Religion (1562-98) paralyzed French 
economic initiative in the critical latter half of the sixteenth century, 
and after the massacre of St. Barthojomew’s Day ^1 572) many of the 
Huguenots fled the country. Among the German states the conflict 
smouldered till it broke out in the Thirty Years’ War (161 8-48) which 
embittered, dWided, and impoverished, the German people for gen- 
erations. In the late sixteenth century, the manufacturing and banking 
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•prosperity of Flanders was ruined rfy the exactions of the Spaniards 
and by the fear rather than the fact of their persecution of the Protes- 
tant merch^irits, ma^ny of whom fled north from Antwerp to Amsterdam 
and there fought a bitter "struggle from behind their wgter ramparts. 
Spain itself was weakened in the struggle, and its great empire, the 
first on which it was said that the sun never set, fell a prey to the 
marauding Dutch and English seamen. 

The political and economic successes of the Protestant countries 
quite naturally led to the belief that the essence of the Reformation 
was the repudiation of the ethical restraints placed by the church upon 
commercial enterprise. This belief originated quite early and still 
persists. It was Calvinism which made business respectable. It has been 
said that “The heroic age of Calvinism savored more of a collectivi^st 
dictatorship* than of individualism,’* and that if the philosophy of 
laissez faire emerged from Calvinism, it emerged like the idea of 
religious tolerance by a somewhat indirect route. The early history 
not only of John Calvin’s Geneva and John Knox’s Edinburgh but 
also of John Cotton’s Boston would seem to support this view.® 

Unlike the peasant mysticism of Luther, Calvinism was born in an 
urban environment and drew its adherents mainly from the mer- 
chants and manufacturers. Such men could see no sense in the argu- 
ment that income from labor or land was morally justifiable while 
income from trade or manufacture was not. Catholic doctrine did not 
condemn commercial gain, but it did impose moral restraint upon 
the pursuit of gain. It was the urban Calvinists who emphasized in- 
dividual conscience and judgment. By a natural development they 
accepted “the necessity of capital, credit and banking, large-scale 
commerce and finance, and the other practical facts of business life,” * 
Indeed they taught that occupation should be regarded as a vocation, 
pursued soberly and with diligence. They frowned upon worldly 

5 Cf. R. H. Tawney, Religion and the Rise of Capitalism, pp. 85-113. There has been 
much controversy over the connection l>etween Calvinism and capitalism, since Max 
Weber first published his articles on *'The Protestant Ethic and the Spirit of Capital- 
ism** in the Archiv fiir Sozialwissenschaft und SozialpoUtik in 1904-5. The English 
edition (London, 1930) was introduced by R. H. Tawney who states inter alia: **What 
is significant, in short, is not the strength of the motive of self-interest, which is the 
Commonplace of all ages*and demands no eltplanation. It is the change of moral standards 
which converted a natural frailty into an ornament of the spirit, and canonized as the 
economic virtues habits which in earlier ages had been denounced as vices. The force 
which procluced it was the creed associated with the name of Calvin. Qapitalism was the 
social counterpart of Calvinist theology.” 

® R. H. Tawney. op, ciL, p. 104. 
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amusement and ostentatious expJlnditure and even upon the arts, as ^ 
lures to tAnpt men from holy liviirig. Inevitably* this eidphasis upon 
frugal living and industrious habits bfough t its own verf substantial re- 
wards. It would be straining the evidence to contend that tUzabethan 
England which w&s the chief instrument in the downfall of Spain, 
or the England of the Restoration period which beat the Dutch, or 
the England of George III which brought Napoleon to his knees at 
Waterloo, were models either of puritanism or of economic liberty. 
But the puritan virtues were strongest among the middle-class mer- 
chants who provided the sinews of war. 

As they had accepted the new methods of business, so these Protes- 
tant communities found no difficulty in accepting the new science 
based upon the Copernican theories. While the Inquisition put the 
work of Copernicus on the Index pending its correction »nd restate- 
ment as an hypothesis rather than an established fact, and Galileo 
felt it necessary to smuggle his manuscripts out of Italy for publica- 
tion in Holland, the way was being cleared in England for Robert 
Boyle and Isaac Newton. 

The struggle for trade became a struggle to exploit the incalculable 
opportunities of the newly discovered, expanding world. It was waged 
between the original discoverers — who by the middle of the six- 
teenth century had become subjected to a stiff political control and 
at times an exaggerated religious discipline — and outsiders who could 
exploit new and often unscrupulous methods of piracy and plunder, 
free from moral inhibitions and secure in the backing of their govern- 
ments. No merchant at that time, however adventurous, could sustain 
alone the hazards of his enterprise. The very enlargement of the trad- 
ing world made the ventures more costly."^ Those who could count 
upon access to a developing credit system and liberal support from 
government in devising new trading structures were bound to win 
out. 

t Cf. Henri Hauser, Les origines historiques des prohUmes Sconomiques actuels, Paris, 
1935, p. 37: “Pour qu’un navire parti de Lisbonne atteigne Cochin ou Diu, pour qu'il 
ram^ne dans Testuaire du Tage sa riche cargaison d'^pices, pr^rs de deux ans, pariois plus 
de deux ann^es s’(k:oulent. II a done fallu, d'avance, construire ou affreter les navires, les 
outiller et les armer, recruter et payer les Equipages, acheier les marchandises d'exporta-^ 
tion, en imputant ces d^*penscs imin<^diates sar le produit des»ventes futures. Produit . 
tr6s al^atoires, puisqu'au retour comnie k Taller la flotte peut ^tre ^ demi detruite par 
un typhon, s’^crascr sur iin rccif, siibir Tattaque d’une escadre turque, des pirates malais, 
des corsaircs de Fpnee ou d’Anglcierre. 11 faut done trouver les prctciirs et leur con- 
sentir un benefice,,qui represente a la fois Tinterit de leur argent et une prime d’as- 
surance." 
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, All trade was in some measure reflated. But it is necessary tolieep 
a sense of historical perspective. The participation of the English and 
Dutch authorities in the ventures of their merchants should be com- 
pared with* the tiglit control exercised by Spain after the accession of 
Philip II, rather than with the^ private enterprise ^hich became pos- 
sible only after England had won the supremacy of seapower. Stress 
should be laid upon the relative freedom enjoyed by enterprise in 
Holland and England — upon the remarkable growth of Dutch bank- 
ing and the inventive genius which developed the great English trad- 
ing companies — the discernment which concentrated upon trade, 
shipping and colonization as more profitable than gold-hunting or 
plunder, and the discipline and foresight which enabled Elizabeth, 
when continental Europe was in the throes of a great financial crisis, 
to carry thiough on the advice of Sir Thomas Gresham the profitable 
recoinage of 1560.® 


PLUNDER AND PIRACY 

The traders and soldiers of fortune who pillaged their way across 
the Spanish Main and the Indian Ocean were not in business for their 
health. Treasure was what they wanted and treasure they meant to get. 
The dream that droxe them forward was built upon the legend of 
the wealth and splendor of the East. It was fed by travelers* tales and 
notably by Marco Polo. Who could resist the opening passage of his 
description of Japan? Certainly not Columbus, who became obsessed 
with it. 

The Spain to which Columbus finally resorted, after having failed 
to finance his “enterprise of the Indies” in Portugal, was entering a 
period of consolidation. The marriage of Ferdinand and Isabella had 
united Castile and Aragon, to which Granada was soon added by a 
short war. Except for Portugal and Navarre, the Iberian peninsula 
was consolidated under one monarchy. Aragon had a thriving Mediter- 
ranean commerce and ruled over the Balearic Islands, Sardinia, and 
southern Italy. There was a good deal of shipbuilding and commerce 
also in the Biscayan ports of Castile. The Arabs had developed the 

> Ibid,, p. 53: **La reine peut se f^liciter d’avoir conduit la lutte jusqu*^ la victoire sur 

hideux monstre de 1^ baisse monnaie. Ln realitd elle avail introduit dans le tnonde, 
pour un long avenir. uno puissance nouvelle; la royaut^ de la sterling. Royaut6 qui 
demeutera incontest^ jusqu'en 1914.'* The recoinage was a success, but there were 
further periods when the value of sterling was badly depreciated. Proft^^sor Hauser exag- 
gerates when he attributes the credit for sterling stability to Elizabeth. This was. in 
fact, a development of the nineteenth century. 
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manufactures of such cities as Toledo, and man^ converted Moriscos 
ivere still'active in trade. * 

Nevertheless it is somewhat remark^ye that the ({^xp&nsion of Spain 
in the New World took the form of conquest rather than of trade. 
Leadership was ift the hands of soldie/s of fortune rather than mer- 
chant-captains! It was as if Spain — a land power — used ships as float- 
ing fortresses. This was an age of incessant maritime skirmishes, in 
which the Spanish*ships, though heav ily armed and well-nigh impreg- 
nable in a convoyed Armada, were ponderous and seldom a match for 
their more nimble adversaries in a running light. Unlike the captains 
of Portugal, Holland, and England, the Spaniards did not develop 
naval power and a merchant marine on principles of naval strategy. 

It was a curious accident that the Portuguese found their way first 
to the trade of the Indies, but that it was the Spanish explorers who 
found gold and silver in the Americas. There were hoards in the 
Orient, but trade with India and China continued to drain the pre- 
cious metals from Europe as it had done since Roman times. This 
drain, which has sometimes been advanced as a cause of the Roman 
Empire’s decline, had been troublesome during the period when 
the Venetians acted as middlemen with the Levant. It increased after 
the Portuguese rounded the Cape to India. Part of the trading expan- 
sion which took place in the sixteenth century was an attempt both 
to find outlets for exports and, in so doing, to stop this drain of specie 
in payment for Oriental spices, silks, and cottons. 

Little success attended these efforts and the East remained even into 
the nineteenth century a “sink for the world’s precious metals.” Both 
the Dutch and the British East India Companies had constantly to 
defend themselves against critics who charged that their operations 
drained treasure from the country.® Europe, however, was hungry 
for specie. Attempts to conserve the scanty available supplies had long 
been common to most of the developing states of western Europe. 

In the early sixteenth century, the need for specie was rendered more 
acute than ever by the developing international rivalry and by the 
expensive diplomacy, so well characterized by the lavish hospitality 
offered on both sides at the meeting between Henry^VIII and Francis I 
at the Field of the Cloth of Gold near Calais in 1 520, and by Charles V’s 

• The so-called Opium War between Britain and China in 1840 was precipitated by 
the attempt of th^^Chinese to prohibit the import opium, which had been developed 
along the Asiatic coast from Persia, largely as a substitute for specie payments. 
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^ wholesale bribery of the Holy Romtin electors in the preceding ^eaK 
Dynastic fchanges had brought this scion of the Hapsburgs 
(Charles V) inflo possession of the greatest European territory since 
Charlemagne’s empire. Thus sixteenth-century Spain became the 
leading territorial power in Europe. Charles V c6’lntrolled not only 
a united Spain with Sardinia, Sicily, and Naples, but also Burgundy 
with the Netherlands, and extensive areas in central Europe which 
were later to form the nucleus of the Austro-Hungarian Empire. The 
discoveries of Columbus added to these great possessions a New World, 
and the conquistadores poured in from that New World a flood of 
gold and silver beyond precedent. When Philip II took over from his 
father Charles V in 1556, he inherited an unparalleled domain. The 
Holy Roman Empire and the Austrian possessions he did not get, but 
in 1580 hemade good his claim to Portugal and its vast empire. \ 

Meantime the treasure poured in. First came the gold of Hispaniola. 
Then Cortes plundered Mexico after his decisive conquest in 152 1. In 
1532 Pizarro captured Atahualpa, the leader of the Incas of Peru. The 
Inca’s offer to buy his release by covering the floor of a room with gold 
was received incredulously, whereupon he said that “he would not 
merely cover the floor, but would fill the room with gold as high as he 
could reach” — a room about seventeen feet broad, by twenty-two 
feet long, to a height of nine feet, and in like manner an adjoining 
room of smaller dimensions twice full with silver. In his History of the 
Conquest of Peru, William H. Prescott describes the amazement of 
the Spaniards as the promise was redeemed with “goblets, ewers, 
salvers, vases of every shape and size, ornaments and utensils for the 
temples and royal palaces, tiles and plates for the decoration of public 
edifices, curious imitations of different plants and animals. Among 
the plants, the most beautiful was the Indian corn, in which the golden 
ear was sheathed in its broad leaves of silver, from which hung a rich 
tassel of threads of the same precious metal. A fountain was also much 
admired, which sent up a sparkling jet of gold, while birds and animals 
of the same material played in the waters at its base.” 

All of these works of art, save a few kept for royal inspection, were 
melted down into bars. The gold alone, according to Prescott, was 
worth the equivalent of fifteen and a half million dollars, equal to 
more than twenty-six million dollars today — with the silver, the great- 
est ransom ever paid by a prisoner, and unhappily without securing 
his promise^ release. 
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It was the mines, particulart|r the great silver mines of Potosi, , 
Zacatecas, and Guanajuato— and the mercury of Huancavelica which 
aided in their exploitation — that poured such a flood of treasure into 
Spain. This development between 1545 and 1558* was pVimarily the 
work of private enterprise, working under government protection and 
supervision, , ^ 

The great question of economic policy for Spain in the sixteenth 
century was how to convoy this immense treasure home and how to 
keep it there. For the rest of the trading countries, the problem was 
how to filch it from Spain en route, or failing success in such hijacking 
ventures, how to trade so as to get as much of it as possible away from 
Spain. Even during the uneasy periods of peace, prix ateers werC con- 
stantly at work. Sir Francis Drake took the Spaniards by surprise 
when in 1577 he attacked their ports and convoys on th^x west coast 
of South America in the course of his voyage around the world, and 
many other such instances of piracy might be cited, until Sir Henry 
Morgan destroyed Panama in 1670. 

It is difficult to resist comparing the unhappy Philip II of Spain 
with Midas. Convinced that he must be unswerving in pursuance of 
his duties, he regarded his great possessions and the treasure which 
was acquired from them as instruments to use in bending his own 
and other peoples to the rule of an orthodoxy used to further his abso- 
lutist aims. He set up a highly centralized bureaucracy to enforce his 
absolute personal rule and to keep his people in the path of religious 
orthodoxy. It was not an easy task, and, despite the acquisition of 
Portugal, his persistence in it led to disaster after disaster. 

Within his own kingdom the accumulation of treasure led to a 
great inflation. Prices rose by about 50 per cent in the first quarter 
of the sixteenth century, had more than doubled by the middle of 
the century, and had more than quadrupled at its close. The effects 
at first were buoyant, but the nemesis was sure. 

Xo the sixteenth-century world, however, the idea of the most pow- 
erful state being weakened by an excess of the “sinews of war“ would 
have seemed a paradox. The explanation of the paradox is to be found 
in the means used to gather and hoard this excess of treasure. At every 
stage the utmost care was taken to ivoid any leakage. Thus minute 
regulations prevented intercolonial exchanges which might have led 
to developmetjt of fertile regions such as Argentina. The persistent 
effort to encoilrage sheep-raising in Spain itself, so as to lessen the 
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need for imp>orts of wool from Eng^.nd, resulted in overstocking and 
led to erosion of the ^oil. In the Spanish colonies the concentration on 
mining, and ei'en the attempts of missionaries to safeguard the wel* 
fare of th^ Indian's, hindered true colonization. Both at home and in 
the colonies in addition to high prices a multitude of harassing regula- 
tions and heavy taxation, made necessary by an expensiye bureaucratic 
administration and a still more expensive foreign policy, crippled 
domestic industry and agriculture. i 

Other powers naturally resented the exclusiveness of Spanish policy. 
As early as 1562 William Cecil, Elizabeth’s Clerk of the Privy Coun- 
cil, challenged the dominion of Spain over the newly discovered ter- 
ritories and made it plain that England would trade and colonize as its 
captains thought fit and found opportunity. Philip returned a stift 
answer and soon afterward began to prepare the Grand Armada 
which, in 1588. set out to crush such upstart pretensions. In the pre- 
ceding years of developing tension a real crusade developed in Eng- 
land — 2i compound of cupidity, national fear, indignation at the In- 
quisition, and religious fervor, all combined in fierce hatred of the 
^'Spanish lyms of Antichrist” and a determination to plunder and 
destroy them. 

The French corsairs did their share in attacking the Spanish fleets, 
though the Wars of Religion (1562-98) rent France and for a time 
destroyed the power of the middle-class Huguenot merchants. But it 
was Spain’s attempt to dragoon the Flemish manufacturers, traders, 
and financiers, and later to destroy the Dutch cities to which these 
stiff-necked and heretical capitalists had retreated that did most to sap 
Spanish power. There was a double incentive for Spain to attempt the 
repression of these heretical traders. Not only were they obdurate in 
their religious beliefs but their persistence in trading was a prime 
cause of the leakage of treasure. By every means Spain tried to stop up 
the leaks and to reduce the Low Countries to the subservience of 
regulated production and trade that was easier to enforce in Spain. 
Protests broke into revolt, briefly in 1539, but determinedly in 1565. 
The revolt was led by William the Silent and, after draining Spanish 
energies for more than a generation, it ended in Spain losing the most 
productive area dl the great Haj^sburg Empire. 

The sixteenth and seventeenth centuries were therefore an age when 
vigorous groups of enterprising capitalists were struggling to exploit 
the opportunities of an expanding world and doing So in a climate 
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of practically continuous warfai^. The strengthening of the nation- 
state and the eiirichment of ruling groups — poWhr and plenty — were 
the chief ends of policy aind no conflict }yas discerned between them. 
Specie was a visible and potent symbol of both, fhe importance of 
which was e?(aggerated by a false analogy between personal and 
national finance. It was only gradually that clear notions as to the 
true functions of a monetary system emerged from a voluminous 
controversial liter2Pture arising for the most part in connection with 
specific policy measures. 

TREASURE BY TRADE 

There is an old debating trick of collecting scattered statements 
made at intervals by one’s opponents and running them together as 
a means of ridicule. Adam Smith used a variant of this trick when he 
attacked the top-heavy bureaucracy and the monopolistic devices of 
his day by lumping them with the outworn fallacies of early writers 
into something he called “the mercantile system.” 

Subsequent discussion has fallen into the habit of grouping into 
the mercantilist school a wide variety of writers over a somewhat 
indefinite period of time, usually in the sixteenth, seventeenth, and 
eighteenth centuries, but sometimes extending back into the later 
Middle Ages. The school and the system it was supposed to propagate 
appear, however, to be convenient fictions created by Adam Smith 
and his followers in an attempt to forward their own views by attack- 
ing their opposites. 

Economic writing in the Middle Ages had been concerned largely 
with ethical questions. In the sixteenth and seventeenth centuries and 
well on into the eighteenth century, it was almost wholly political. 
There was a voluminous pamphleteering literature advocating dif- 
ferent and often conflicting policies and incidentally offering analyses 
and explanations of economic development as justification for them. 
There was much preoccupation with foreign trade and particularly 
with the balance of trade. This was natural in the midst of a great 
struggle to gain access to the wealth of the newly enlarged world. 

The phrase “mercantile system"’ appears to ^ave been first usesl by a French physio- 
crat in 1765. Cf. A. V. Judges, "The Idea of a Mercantile State," Transactions of the 
Royal Historical Society, London, 1939. p. 44. The view taken in the text that Adam 
Smith was responsible for the belief that mercantilism was "a definite, unified body of 
doctrine,*' was the considered opinion of Alfred Mapshall. Cf. his Industry and Trade, 
London, 1919, App. 'd., especially pp. 71S-19. 



ri8 


TI^E COMMERCE OF NATIONS 

But in practical policy, even mor^ than in the literature, domestic 
questions loomed laVge. The mercantilists were not toncefned solely 
with manipulating foreign markets so as to gain an import of pre- 
cious methls. They knew that the ability to export depended upon 
low costs of production, and they were much concerned with em- 
ployment. Crude as were many of their theories, they did not dissociate 
the problems of foreign trade from their domestic background. In- 
deed the regulation of foreign trade was largely influenced by the 
necessity to increase the revenues of central governments. 

There was a persistent tendency in the economic writings of the 
sixteenth, seventeenth, and eighteenth centuries (but by no means 
confined to those centuries) to overstress the organization of eco- 
nomic resources for the strengthening of state power. This was natui^l 
in the circumstances of the time. The medieval organization of ecc^ 
nomic life had broken down. The precepts which had governed eco- 
nomic activity were outworn. Gild ordinances and church law were 
no longer effective. Men were groping to explain the happenings that 
had followed the expansion of trading opportunities and the social 
upheaval consequent upon a prolonged and vast inflation of the price 
structure. Old trades were languishing while new merchant adventur- 
ers made unheard-of profits. The demands of the new industries dis- 
placed agricultural workers. Landowners in order to produce wool 
for the developing textile industries enclosed common and tenant 
lands and converted them to pasture. As early as 1515 an act had been 
passed in England to avoid the pulling down of towns. Sir Thomas 
More had written in his Utopia that “your sheep, formerly so gentle 
and tranquil, and such small eaters, now display a savage gluttony: 
they devour men themselves. They destroy, consume and swallow up 
fields, houses and towns.” By the end of Elizabeth’s reign, it had been 
necessary to carry through what amounted virtually to a “New Deal” — 
the recoinage of 1560 after a long period of debasement; the Statute 
of Artificers of 1563 which was intended to replace the gild regula- 
tions that had broken down in respect to wages, apprenticeship, and 
labor conditions; and the Poor Law system which was codified in 1601, 
so that the unemployed were set to work, the idle punished, children 
apprenticed, and' the impotent ^nd old cared for in workhouses. 

The state had been forced to take over the regulation of the do- 
mestic economy. The medieval system was gone and ^the liberal faith 
in a self-regulating competitive economy had yet to t>e bom. One of 
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the characteristics of this wholsiperiod was acceptance, in regard to 
the domestic Economy as well as in matters of^foreiga trade, of the 
right and the duty of the state to regulate private initiative so that it ' 
might serve the common good. 

Such acceptance is always readier in time of war, and war was a 
chronic condition in the days of the mercantilists. Foreign trade and 
shipping were of crucial importance to the state. National power which 
at any moment might have to fight for its life, depended in this mari- 
time age largely upon ships and ships’ stores. Trade was regulated as 
an instrument of policy to gain national advantages and to inflict dam- 
age upon the enemy or potential enemy. The advantages to be gained 
were not only the import of treasure, but revenue for the state, outlets 
for manufactures, access to raw material supplies, and freight to em- 
ploy the ships which in turn provided a nursery of seamen^ . 

Policies designed to direct trading enterprise into channels that 
would maximize the power of the state emerged only as the result 
of long experiment. Discussion concerning them carried over the 
inadequate understanding and misconceptions of a simpler age. There 
seems little doubt that many of the mercantilists confounded the 
ideas of wealth and treasure, but this confusion should not be re- 
garded as one of the central propositions of mercantilism. The con- 
fusion was prominent in the literature because it made an effective 
appeal to uninformed public opinion. Trade restrictions were rep- 
resented as necessary to prevent treasure from being drained out of ’ 
the country. But many writers were aware that national wealth was 
not identical with the precious metals and were careful to repudiate 
such identification. 

The central propositions of mercantilism may be summarized as 
the regulation of domestic production and external trade in such a 
way as to build up national wealth and power, and to safeguard the 
possession of particularly important elements of power. As always 
there was some confusion between these objectives and particular 
policies which were defended as aimed at achieving them. Such policies 
often served the interest of selfish groups. Many of them were wrong, 
even if their objectives were right. They came to serve as a cover for 
privilege, inefficiency# and graft. Adam Smith hhd no difficulty in 
documenting his attack upon them. It is now generally agreed that 
economic writers identified wealth and power and saw no conflict 
between them' as ends of policy. It is one of Adam Smith’s distinctions 
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^ that he saw clearly that the pursuit empower and the pursuit of wealth 
might conflict; Nationalists in all ages have believed that wealth breeds 
* power and power breeds wealth. The sacrifices of personal conven- 
ience and Vi^ealth ifnposed by restrictions and regulations designed to 
increase the power of the state are commonly juctifi^d as leading 
eventually to greater wealth for the national community. 

The mercantilist writers, however, were concerned both with pri- 
vate and with national wealth. While they sought^ wealth for them- 
selves, they were also interested in the kind of wealth which increased 
the ability of the country to wage war. Lalx)r to most of them wa^ 4 
resource. Expenditure for consumption (except by the ruling classes)! 
especially of luxury goods and more especially of imported luxuries,! 
was a weakening of the national power. Hence the desire for abundant ' 
population^low wages, industrious and docile habits of industry. The 
planners of war — and many pacific industrialists — have desired these 
things in all ages. The Book of Lord Shang, a classic of the Chinese 
School of Law, written between 359 and 338 b.c., puts this desire suc- 
cinctly in the statement that “A weak people means a strong state and 
a strong state means a weak people.” 

The mercantilists were concerned not only with the total wealth 
and fxjwer of the state relative to its rivals. They were particular!) 
anxious about certain specific elements of power. Their discussions 
often foreshadow the kind of analyses now made by students of politi- 
cal geography in calculating the military potential of a state. Three 
elements of power in particular were anxiously discussed — ships and 
ships' stores; population and particularly skilled artisans (including 
trained seamen); and above all, treasure. Treasure was needed for a 
variety of purposes — the securing of arms, munitions and naval sup- 
plies, the hiring of soldiers and sailors, the conduct of espionage, the 
bribery of enemy oflicials, and the subsidizing of potential allies, as 
well as a medium of circulation to facilitate production and employ- 
ment. 

The characteristic feature of economic policy in this period of state- 
building and state rivalries, therefore, was the acceptance of central- 
ized authority in directing external trade as well as domestic produc- 
i^tion. While this dften led to ^aft and to misdirected economic 
ventures, it was usually justified as being necessary for the achieve- 
ment of national purposes, especially the mobilization of power* When 
ships were essential to gain access to the New World anlfl to carry the 
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exports which might purchase <ie desired new imports, as wdl as 
to wage war, it Vas regarded as desirable to foste# shipbufilding and to 
encourage the fisheries. When suppdiies of tar, pitchy cordage, sail- 
cloth, or spars were liable to be interrupted by a hostile power, it was 
desirable to try out the possibilities of alternative and more reliable 
sources of supply by settling colonies in promising areas. It is not 
possible to justify mercantilism as an economic system, but in a period 
of economic warfare, some aspects of mercantilist policy could be 
justified. Pushed to extremes, as in Spain, mercantilism defeated its 
own purposes. 

It must be admitted that national interests were easily identified, 
as in England, with the interests of a limited merchant class able to 
focus its arguments effectively even when in a political minority. 
In the first flush of adventure, these “new men’* had broken througli 
the traditional practices and the exclusive monopolies of town gilds 
that had outworn their usefulness. The great company of the Mer- 
chant Adventurers of London, for example, has been lauded by the 
historians of empire. The company did undoubtedly pioneer In new 
markets and make good use of the monopolistic privileges with which 
it was endowed by the state. At a very early stage there were murmur- 
ings against its exclusiveness. There were the same protests against 
other and later companies, culminating in the successful resistance of 
the American colonists to the attempts of the East India Company to 
exploit its tea monopoly. 

Nevertheless, during this period England built up her commercial 
supremacy and, in a long series of wars first against the Spaniards, 
then against the Dutch, and finally against the French and their con- 
tinental allies, she emerged as the undisputed mistress of the seas 
with the greatest empire of modern times, despite the loss of her first 
colonies. Two explanations are possible. The first is that despite the 
abuses of monopoly against which Adam Smith inveighed, and de- 
spite the diversion of trading profits from the enrichment of the com- 
mon people, mercantilist policy built up the strength and power of 
the state so that the state was able, after final victory, to expand its 
commerce and relax restrictions upon it. This is the view advanced 
by many German historians in justification of recent German policy. 
In this view economic liberty is a IUXU17, possible only to the strong 
and secure. The discipline of state regi\lation is indispensable to the 
achievement o\ national power. 
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t Though less dramatic, the alternffcive explanation seems to carry 
more conviction. It is that English economic life was muchness regu 
lated than thar of its rivals. No one can read through the detailed 
description of internal tolls and bureaucratic regulations contained 
in Professor Eli F. Heckscher’s^survey of mercantilism without realiz- 
ing how fortunate English producers and traders were in these re- 
spects as compared with their competitors.^ From the advent of the 
Tudors onward England had enjoyed a long piriod of doniestic 
peace, broken only by the brief Civil War in the middle of the seven- 
teenth century. Her soil had been free from foreign invasion sincje 
the Norman Conquest. Capital accumulated, agriculture was im\ 
proved, and science was cultivated.^^ \ 

The Elizabethan code of domestic regulation, entrusted to the 
justices of ihe peace, became steadily less effective. The courts inter- ' 
preted Magna Carta as a constitutional basis for the progressive en- 
largement of personal rights and liberties so that the privileges ol 
feudal barons became the basis for the rights of merchants. The com- 
mon law doctrine was developed that monopolies in restraint of trade 
were illegal. Partly by reason of lax administration and neglect, partly 
by disregard for laboring interests, state control of domestic economic 
activity which had never been as strict as in France, lapsed into in- 
effectiveness. The freedom thus afforded to enterprise built up the 
productive powers of British industry. The engineering and metallur- 
gical knowledge which the German scholar, Georgius Agricola, had 
summarized in his volume, De Re Metallica (1556), found application 
in the drainage of the English fen country and in the early experi- 
ments of ironmasters like the Dudleys. As early as 1612 a German, 
Simon Sturtevant, obtained from James I a patent to smelt iron 
with coal. The Earl of Dudley and his natural son experimented along 
these lines from 1619 on, after Sturtevant's patent had lapsed. The 
Civil War (1640-49) interrupted such industrial experiments; but 
in 1709 the Quaker, Abraham Darby, developed a successful process 
of smelting with coke. In this most important of all the processes of 
the eighteenth century that gave Britain leadership in the Industrial 
Revolution Englishmen used foreign inventions. The Dudleys worked 

Eli F. Heckscher, Mercantilism, London, 1935, Vol. I, pp. 56-109. 

Cf. Che '2>iary of Samuel Pepys, January 9, 1664: saw the Royal Society bring their 
new book, wherein is nobly writ their charter and laws, and comes to be signed by the 
Duke as a Fellow; and all the Fellows are to be entered there, and li^^as a monument; 
and the King hath put his, with the word Founder." 
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on German di^overies, and a l<*ig line of other experimenters tried , 
out other metnods before Darby used his observatidhs of Dutch 
smelting to achieve his ^eat advance*. It was the freedom of British 
enterprise that enabled such men to experiment* successfully. The 
relative absence clf mercantilist restrictions in Britain gave them the 
opportunity to pioneer new industrial processes. 

Two comments, however, may be appended to this conclusion. The 
first is that to which even Adam Smith, in many ways tlie most destruc- 
tive critic of mercantilist ideas, lent his support in the oft-quoted 
dictum — “defense, however, is of much more importance than opu- 
lence . . National security could not be neglected in this period 
when nation-states fought each other at short intervals and privateers 
carried oh the fight even in the brief interludes of peace. In our own 
time we may have to pay more attention to the accumulation of 
strategic materials and to the fostering of strategic industries. 

The second note is more controversial, but as important as the first 
in the light of economic policy at the present time. The preoccupation 
of mercantilist writers with the necessity of securing an excess of ex- 
ports over imports sO that treasure might be imported, was for long 
regarded as a rather crude fallacy based upon the identification of 
money with wealth. Some modern economists, more conscious of the 
subtle relationships between production, employment, and the mone- 
tary system, have been inclined to credit the mercantilists not in- 
deed with a theoretical understanding of these relationships, but 
with an empirical knowledge of their importance. 

Generalized into a restrictive system of protection to local produc- 
ing, trading, and shipping interests, mercantilism broke down. Where 
it was pursued most logically and thoroughly, as in Spain, it weakened 
rather than strengthened the power of the state. There were writers 
in England who on moral as well as economic grounds advocated free- 
dom of trade, even when protectionist policies were at their most 
popular acceptance. 

The recently attempted rehabilitation of the ideas of the mercantil- 
ists in respect to their insistence upon a favorable balance of payments 
extends only to recognition of their awareness of a problem, which is 
often important in the practical short run, but which was ignored by 
the later economists of the classical school. Gradually in the course 
of the eightemth century a clearer understanding of the relations 
between national price levels, the circulating medium, and the bal- 
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I ance of trade resulted in formulatidh of the price specie-flow theory 
which explaihed the*balancing of international payments and the dis- 
tribution of the world s precious metals. But this theory, especially 
in its first sharp formulation by the classical economists, was a theory 
of long-run equilibrium, not^ greatly concerned \frith the problems 
that arise in short-run departures from the theoretical equilibrium. 
The classical economists came to believe that competition would 
bring automatic correctives to any departures from* equilibrium. The 
mercantilist writers had no such faith. Their constant concern wi^h 
securing a favorable balance of trade, though based on inadequate 
analysis and pursued by methods that led to restrictive policies, Is 
thus justified by some modern economists as arising from a practical 
realization that employment was affected by the adequacy or inadeA 
quacy of monetary media. This is not a convincing justification, even 
though Lord Keynes lent his authority to it. The mercantilists did 
not have a cyclical policy. Theirs was a policy of protection equally 
applicable to booms and to slumps. 

It should be noted that this justification extends only to the aware^ 
ness by the mercantilists of a practical short-run problem. Indeed it 
is a criticism of later economists for neglecting this problem rather 
than a justification of mercantilist theory. It does not defend the faulty 
analysis of the mercantilists. Still less does it justify the restrictive 
practices of mercantilism, even in a simpler age than our own. In our 
day more sophisticated devices of credit regulation are available to 
achieve the objectives which mercantilists tried to achieve by crude 
regulation of the balance of trade. The emphasis now is on domestic 
employment and the necessity of safeguarding it from unnecessary 
constriction as a result of temporary pressures on the credit system 
resulting from fluctuations in the balance of external payments. It 
is not upon measures designed to restrict international trade. 

COLONIES AND PLANTATIONS 

Even more important in the long run than the discovery of gold and 
silver, or the development of new trading opportunities, was the 
occupation and settlement of the newly discovered lands. Spanish 
settlements had been established in many places; but none were as 
successful in the long run as the experiments that led finally to coloni- 
zation by the English along the eastern coast of North America, be- 
hind which lay the richest agricultural and industrial area in the 
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world. High a^were the hopes dPtlie first colonial enthusiasts* neither * 
Sir Humphrey Gilbert in Newfoundland, nor ^ir Walftr Raleigh in 
Virginia, nor even the Pilgrim Fath^tsi foresaw the riehes that lay be- 
yond the coastal ranges. Indeed, the French from the north and the 
Spanish from the ^outh first began to explore the great river systems of 
the interior. But the lodgment of English settlers on the eastern coast 
in the course of the seventeenth century made it inevitable that they 
should eventually*control the hinterland. 

There is an obvious distinction to be drawn between exploitation 
of the trade in spices, silks, and cottons, and permanent colonization. 
The first led to empire — the rule of dominant over subject peoples. 
Colonization led to the creation of new societies which eventually 
achieved independence either by breaking from the metropolitan 
country or by contractual association with it.'® There are^ of course, 
many variant developments between the two extremes of a subject 
people ruled by what is essentially a garrison, as in India until 1947, 
and the independent growth of the United States after the original 
colonies repudiated British rule. However, the broad distinction is 
clear. 

When the Portuguese in the early sixteenth century established 
themselves in the Spice Islands (the Moluccas), so that they might 
have a permanent base for their trading ventures, they naturally forti- 
fied their headquarters for defense not only against the native peo- 
ples, but against marauders and pirates. The Indian Ocean was no- 
torious for piracy by Arabs, Indians, and Malays. Moreover the French, 
Dutch, or British might appear from time to time. As on the African 
coast, by way of which they had come, way stations were built as forti- 
fied bases. Goa, Macao, and Timor survive as isolated parts of this 
empire. Until 1577 the Portuguese spice trade was a state monopoly, 
and three years later all the Portuguese possessions passed into Spanish 
control. 

Portuguese independence from Spain was regained in 1640, but in 

Id Words change their meaning. The statement in the tevt follows the original meaning 
derived from the Roman practice of establishing permanent settlers in a newly con- 
quered country. These settlers were coloni — tillers, farmers, cultivators, planters. In the 
sixteenth and seventeenth centuries, a colony ^as understood as^ settlement in a new 
country, forming a community subject to, or connected with, the parent state. 

The use of the words colony and colonial to signify dependent territories and peoples 
is more recent, and distinguishes such peoples from the self-governing, but associated. 
Dominions of the^^ritish Commonwealth. In thevseventeenth century, the dependent 
territories would have been called simplv possessions. 
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k the meantime the English, Dutch, anfe French had ma<^ inroads both 
on the spice trade and on Portuguese possessions. These irlroads be- 
came greatpr as ‘Portugal struggled with Spain to preserve its regained 
independence and was exhausted in the process. Portuguese possessions 
in India and Indonesia were |.ost almost complete'ly. Brazil was re- 
tained, though mainly by the efforts of the Brazilians* themselves in 
fighting off the Dutch. The transatlantic slave trade had been begun 
by the Portuguese, and by the Assiento of 1600 tfiey had secured a 
privileged position in supplying slaves to the Spanish colonies, but this 
too passed mainly into the hands of the British. However, toward the 
end of the seventeenth century the discovery of gold and diamonas 
in Brazil made that colony a very profitable possession. The Portugues^ 
also retained some of their possessions on both African coasts. 

'“Spain rifted over a large part of Central and South America from ' 
the sixteenth to the early nineteenth century and over the Philippines 
for nearly a century longer. The Spanish empire extended from the 
West Indies to the River Plate and from California to Chile. As 
Spanish names and the use of the Spanish tongue over this whole vast 
territory bear witness, there was some measure of genuine colonization. 
Missions were actively organized, exploration pushed up the inland 
rivers through semi-deserts and across the Andes. European plants 
and animals were introduced and there was some large-scale agricul- 
ture. But mining, particularly of the precious metals, was the main 
business of the Spanish rulers and settlers, and the history of Spanish- 
America before the colonies achieved independence bears witness to 
the truth of Raleigh's dictum: '‘Where there is store of gold, it is in 
effect nedeles to remember other commodities for trade." 

Though the search for treasure caused neglect of some of the most 
fertile regions of the New World, notably the valley of the River 
Plate, the Spanish colonial period, especially in Mexico and Peru, 
achieved for the ruling Spaniards a considerable degree of economic 
prosperity and artistic creation. Vigorous leaders like Cortes were 
alive to the true values of colonization. But their efforts were largely 
vitiated by the use of the Indians as virtual slave labor. Agriculture 
was extended, m^ufactures wej*e introduced, and the building of 
churches and palaces reached extraordinary proportions, but the Span- 
iards remained a ruling caste. 

In the Philippines there was much the same story. Irt the period of 
Manila's splendor in the late sixteenth and early seventeenth cen- 
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turies, the prd^ of the trade dJried by the Acapulco galleon were 
sufficient tb maintain an easy and luxurious existence for the Spanish 
colony. Intermediaries between the rich manufacti|re8f of the Mogul 
Empire and China on the one hand and the ever-flowing stream of 
Mexican silver on* the other, they macje little effort to develop the 
resources of the islands themselves. By the end of the seventeenth cen- 
tury, harassed by the restrictions of the Spanish colonial system, with 
the Mexican silver 'dwindling and Spain itself falling into economic 
decay, the outlying garrisons were withdrawn and the colony became 
moribund. 

The extraordinary precautions taken by the Portuguese to pre- 
serve the secrecy of their spice monopoly kept their rivals, the Dutch 
and the English, from entering the Orient effectively until toward the 
end of the sixteenth century, and the French until much ‘later. But 
in the seventeenth century as part of their conflict with Spain, the 
Dutch, sometimes in conjunction with the English and sometimes in 
competition with them, rapidly built up a great empire, the heart of 
which was the spice trade. Portugal had been exhausted by the struggle 
to maintain its newly won independence and had lost command of the 
eastern seas. The Dutch were then the greatest sea power in Europe. 
In the summer of 1 667 Samuel Pepys’s diary is studded with references 
to their defiant raid up the Thames in early June. In this period they 
established themselves in java, Sumatra, Formosa, and the Spice Is- 
lands, and gradually secured territorial possession of the whole of 
Indonesia. They also gained footholds in India. But after William of 
Orange came to the English throne in 1688, there was a broad division 
of influence, the Dutch withdrawing from India, though not from 
Formosa, and the British withdrawing from the East Indies, though 
subsequently they took Singapore and parts of Borneo. From 1638 to 
1854 the Dutch were the only Europeans permitted to trade with 
Japan. The only considerable permanent settlement of the Dutch was 
at the Cape of Good Hope and this the British took in the Napoleonic 
Wars also. At one time the Dutch almost secured Brazil and they did 
get footholds which they still retain both on the mainland of South 
America (Guiana) and in the West Jndies (at Cu(^ and Curacao). 
On the mainland of North America they established their New Nether- 
lands colony with its capital at New Amsterdam (New York), but lost 
the colony to the British in 1664, regained it briefly in 1673, and lost 
it finally in 1674. 
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As for France, Jacques Cartier hiB explored the Lawrence in 
1534-35. InHhe sixteenth century French privateers preyed on the 
early Spanish and Portuguese trade and French Hshermen were among 
the pioneers of the Newfoundland fishing banks. After Champlain 
founded Quebec in 1608, Ne\^ France began slowly to develop along 
the coast of Acadia and the banks of the St. Lawrence. A flourishing 
trade developed, particularly in furs, but the French colonies never 
developed as fast as the British colonies further ^uth. New France 
was laid out in great seignorial estates. The royal governors rul^ 
autocratically. By 1756 when the conflict between Britain and France 
flared into the Seven Years’ War there were about two million inhabi- 
tants of the English colonies but only sixty thousand French settlers 
in Canada. The French, however, had pushed their explorations (an 4 
left their names) west into the Great Lakes area and south down the\ 
Mississippi valley to link with Louisiana which had been colonized 
in 1699. Colbert (1619-83), the great French minister whose name 
became synonymous with mercantilism, had vigorously supported 
this colonial expansion, partly as a means of encircling the British 
colonies, partly to secure raw materials, but mainly to secure a base 
on the Spanish colonial frontiers. 

The footholds which France (like Holland and England) had se- 
cured in the West Indies — Martinique, Guadeloupe, what is now 
Haiti, and smaller islands — were useful points of attack on the Spanish 
trade. But from about 1640 onward, sugar and rum produced by slave 
labor made them even more profitable. So highly were they regarded 
that in the settlement of the Seven Years’ War it was strongly urged 
by many in England that Guadeloupe rather than Canada should be 
retained, a proposal that was defeated only by the exertions of those 
who had a vested interest in the British West Indian islands and feared 
for their monopoly. One reason urged for giving Canada back to the 
French was that a foreign community there would keep the New 
Englanders from becoming too independent! 

In the East also, France established powerful trading posts and 
way stations to them at Madagascar and Reunion. It was not till Col- 
bert established an East India Company in 1664 that they made a 
really serious bid for the oriental trade, and it was not till the middle 
of the eighteenth century that Joseph Francois Dupleix, French 
^nt in India, by hiring native Indian troops and jslaying politics 
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within the In^an states, threaAned to oust British interests there 
until he met his match in Robert Clive. 

These developments — of trading jjosts rather tjiarf colonies — are 
recalled thus summarily as a reminder of the setting for the wars of 
the seventeenth add eighteenth centuyes, and for the revolt of the 
American colonists against the old colonial system. They serve also to 
emphasize the fact that the English alone in this period managed to 
establish real colomes of settlement on a grand scale. It is one of the 
ironies of history that the only considerable settlements of French 
and Dutch colonists overseas — in Canada and South Africa — now 
form parts of the British Commonwealth. In both cases their popula- 
tion growth has been due to cumulative natural increase rather than 
sustained immigration, and in both most of the increase has developed 
since they came under British rule. 

The English too played the game of plunder and piracy on the 
Spanish Main, down the African coast, and across the Indian Ocean. 
They established fortified trading posts and picked up strategic bases 
—from the Portuguese, including Bombay which came in 1662 as a 
dowry with Charles II’s queen; from the Spaniards, mainly in the 
West Indies; from tlie Dutch, including the Cape of Good Hope and 
New York; and from the French, including Canada and most of the 
French stations in India. By the end of the eighteenth century their 
empire of trade was the greatest in the world, with its defense resting 
upon control of strategic bases such as Gibraltar, Malta and Egypt, 
the Cape Colony, Aden at the ei^rance to the Red Sea, Ceylon, and 
India. 

The primary objective of British maritime expansion in the Middle 
and Far East was trade. Territorial possession became inevitable when 
the Asiatic empires crumbled under the impact of trading penetration 
backed by superior armaments, but this acquisition of territory was 
largely an unsought and unwelcome extension of responsibilities. 
India provides a good illustration. In retrospect it is clear enough that 
the rivalry of French and British agents was bound to destroy the 
independence of the several empires governing that subcontinent 
When Dupleix began in the middle o{ the eighteentji century to hire 
Indian soldiers and to intrigue among the Indian states, the British 
reuliated effectively. When he was recalled in 1754, the field was 
left open to the'^British who found themselves in the anomalous posi^ 
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It was the emergence ot the spiritS)f enterprise anj^ independence 
among thes^ colonists which burst the shackles not only of the old 
colonial system but of the whole mercantilist system. 

The settlement of the New World by people who were not content 
to remain under monopolistic regulation was therefore an essential 
element both in the freeing of trade and in the evolution of economic 
doctrine. The trade between England and her colonies came to be the 
most important kind of trade, not only quantitatively, but also be- 
cause it was forming the pattern of future world trade. The contro- 
versies to which it gave rise were of more importance than those which 
attacked or defended the East India trade for causing a drain of specie. 
It would therefore be unrealistic to attempt an understanding eithl^r 
of commercial policy or of the development of economic doctrine 
In the latter part of the eighteenth century, without placing colonial 
policy in the center of discussion. 



C H A’P T E R I V 


THE Instruments of 

ECONOMIC NATIONALISM 


THE FASHIONING OF TARIFF PROTECTION 

The SEVENTEENTH and eighteenth centuries witnessed a great develop- 
ment of protection and of bureaucracy in the strictest sense of that 
word. To find the fullest expression of detailed regulation, one must 
go to the France of Jean Baptiste Colbert (1619-83). Colbert built 
upon a revived and reorganized gild system an apparatus of central 
inspection and enforcement and a series of experiments in state- 
operated and state-licensed monopolies. It is true that like all of his 
mercantilist contemporaries he attached as great importance to ex- 
ternal as to domestic trade and made eloquent statements advocating 
“liberty of trade.” This did not mean what was then regarded as the 
anarchy of individual liberty, but rather an active trade conducted 
within the framework of centralized regulation, freed from the ancient 
restrictions of local tolls and regulations. Colbertism was an attempt 
at detailed regulation of the national economy. Its enforcement at 
times was ruthless. In the eighteenth century, France had become the 
leading industrial country ot Europe, producing about twice as much 
iron as England and more cotton goods. The minute regulations to 
which its producers were subjected were often evaded, while its 
positive experiments were by no means an unqualified success. They 
did, however, go a long way toward freeing the patterr^ not only of 
social classes andf of regional location but of manufacturing methods, 
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while in Britain the new manufacturers were escaping from the rem- 
nants of thcf Elizabethan domestic regulation which was enforced only 
spasmodically by local justices. 

By 1776 when Adam Smith gathered up and systematized contempo- 
rary criticism of regulative practices, the internal *economic structure 
o| England was beginning to take on the characteristics of modern 
industrial capitalism. The first stages of the Industrial Revolution 
were well under way. The new differentiation of ^social classes was far 
advanced. The manufacturers were beginning to draw upon the p(j>ol 
of pauperized labor for their factories in the industrial north. Joi^t- 
stock financing had passed through its first experimental period. Crkft 
organization had broken down and the regrouping of social classes was 
preparing the way for trade-union organization. The currency w^s 
*on a firm basis and the institutions of credit were developing fastv 
The stage was thus being set for the emergence of industrial capitalists 
whose pressure to export finally swept away the restrictions on external 
as well as internal trade. 

This chapter is devoted to a review of the major instruments of 
economic nationalism as they developed during the seventeenth and 
eighteenth centuries. It is, of course, impossible to separate the ex- 
ternal from the domestic aspects of policy in any realistic way. Control 
of external transactions has always — in our own day as throughout 
history — involved interference with the domestic organization. The 
converse is equally true. Domestic regulation is bound to involve 
control of the external balance of payments. 

In the period we are now considering, the balance of trade was the 
central preoccupation of those responsible for public policy. The 
maxim of Thomas Mun published in 1664 was generally accepted: 
“The ordinary means therefore to increase our wealth and treasure 
is by foreign trade, wherein we must ever observe this rule; to sell 
more to strangers yearly than we consume of theirs in value.'* Mun 
himself was an official of the East India Company, concerned to defend 
the India trade from the charge that it resulted in a direct drain of 
specie. His arguments, taking account of invisible imports and ex- 
ports and also of triangular trade, were directed toward proving that 
the outlay of specie in the East Indian trade was the means, in the long 
run, of securing a more favorable balance than might otherwise have 
been possible. « 

It is interesting to note that in discussing thelbalance of trade 
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some of the Sp^ish mercantilist used an approximation to modem 
terminology. Thus Bernardo de Ulloa, writing in'* 1740, defines active 
commerce as an excess of exports compensated by an inflow of gold 
and silver. Passive commerce he defines as an excess of imports result- 
ing in an outflow tl)f the precious metals. This, he complained, was 
the state of Spanish trade. When imports and exj>orts were in equilib- 
rium so that there was no movement of the precious metals, a state 
of reciprocal trade'*existed. Mercantilist policy was directed toward 
achieving an active commerce, since in Ulloa's view the nation which 
enjoyed an inflow of gold and silver would enrich itself and impoverish 
its rivals. 

In the devices to which they resorted mercantilist statesmen dis- 
played a good deal of ingenuity. In the period of economic warfare 
preceding the outbreak of hostilities in 1939, methods for legulating 
anjl restricting trade were highly elaborated. But for most of these 
methods analogous practices can be found in the sixteenth, seven- 
teenth, and eighteenth centuries, and even earlier. To trace the de- 
velopment of these devices even in one country would be a tedious 
and for our purpose unnecessary task. But it should be recognized 
that the restrictive trade methods developed by the Nazis in particular, 
as well as the arguments advanced in their support, were not a new 
refinement of economic policy. They constituted a reversion to prac- 
tices well-known for centuries. All that was new was the more efficient 
administration made possible by modern governmental methods, and 
the subsuming of crude efforts at direct restriction and discrimination 
in commodity trade relations and specie flows by control of the credit 
system and of the foreign exchanges. 

The mercantilists were familiar with import and export prohi- 
bitions and licensing systems, with retaliatory duties and tariff wars.* 
They urged that exchange transactions should be monopolized and 
that the national currency should be maintained at a high official rate. 
They tried to conserve raw materials and discourage the export of 
machinery and know-how. Export bounties and drawbacks (refunds) 

1 Cf. Stephen Dowell, History of Taxation and Taxes in England (2nd ed.), London, 
188S, Vol. 1, pp. 77-78: . Henry VII received, in 149a ... a grant of a special 

duty on malmsey imported by any merchant stranger from Crete: In this island, then 
called Candia, the Venetians . . . had recently imposed new duties on wines of Candia 
laden by Englishmen and in English ships. Our duty on malmsey was retaliatory . . . 
it was to continue ‘until the \^enetianK should abate their new impositions of four 
ducats at Candy/ and thus formed a first step in th^ international war of tariffs which, 
in future years adopted as a s\stem. fills so large a space in our fiscal history." 
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of duty to encourage the re-export oftnanufactured gc/hds were amon^g 
their favorite devices. Discrimination was characteristic of* their poli- 
cies. both as concerned the industries which they desired to encourage 
or discourage and as concerned the countries whose trade yielded a 
favorable or unfavorable balance. Discrimination^’led to bilateralism 
and proved the most restrictive of all regulatory practices. They were 
led, as many protectionists still are led, to emphasize the desirability 
of exporting manufactured rather than crude products so as to maxi- 
mize employment, and they were perfectly familiar with the infant- 
industry argument. I 

Their most important contribution to the development of national 
economic policy is to be found in the elaboration of customs tariffs! 
in the evolution of administrative methods for the collection of cus- 
toms revenue, and the enforcement of trade regulations. Inevitably 
the story of these developments differs from country to country. Only 
the broadest and most summary treatment of the English customs de- 
velopments can be given here. 

The first major development to be noted is a gradual shift in the 
seventeenth century from reliance primarily upon export duties to 
reliance upon import duties. In the Middle Ages the collection of 
revenue mainly from the export trade (principally wool and some- 
what later woolen cloths) was consistent with what has been called 
the policy of provision. Before the advent of a money economy, when 
production was mostly for local consumption and was concentrated 
largely on such necessities as food and clothing, it was natural to wel- 
come imports and discourage exports. The need for revenue rather 
than any policy of state was the prime reason for imposing duties. 
Duties were easier to collect on exports and could be defended as 
hindering the loss of valuable raw materials. 

There was a brief period of transition in the latter part of the six- 
teenth century when the older policy of provision remained powerful 
enough to neutralize the growing clamor for a policy of protection. 
In this period many writers attacked export prohibitions and duties 
with arguments that came surprisingly close to those by which free 
trade was later advocated. By tlje middle of the seventeenth century, 
the protectionist trend was clear. Emphasis was being placed on the 
regulation of imports rather than exports, and there was more readi- 
ness to impose import duties when greater revenue Was needed. In 
certain respects the old policy of provision persisted, notably in regii- 
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lation or prohi\ition of the exp^t of ivheat even after import duties 
had been imposed to protect the English farmers. In sfny case, no 
Tudor or Stuart monarch was ready forgo the revenue derived 
from export duties. * * 

It was not until^i649 that the old export duties lapsed, The Par- 
liamentary party was strongest in Ixmclon and depended largely on 
the London merchants. The Civil War (1642-49) had interrupted the 
export trade in w6olen cloths and the merchants seized upon the 
opportunity to reinforce the principle of protection by irn|X)sing 
more import duties. Even then many export duties survived till they 
were reduced in 1700, and finally abolished by Sir Robert Walpole in 
172 1-24. With the exception of certain raw materials — some minerals, 
leather, and rabbit fur for hatmaking — the repeal was designed to 
allow “all goods and merchandise of the product or maniif;;vcturers oi* 
Great Britain to be exported duty free.** - 

By the beginning of the eighteenth century the tariff of duties 
chargeable on imported goods had come to be both the chief source of 
revenue and an elaborate instrument of protection to English manu- 
facturing industries. This twofold aspect of tariff development was 
characteristic of the mercantile age. In some respects the twin ob- 
jectives — revenue and protection — were inconsistent since the more 
revenue that was obtained, the less the protection. But the merchants 
were quick to utilize the necessities of the Crown to forward their 
own interests and the result was a compromise in which the Crown 
gained new revenues while the merchants received more protection. 
The duties imposed were much lower on the whole than the tariff 
levels which have been imposed in modern times, so that the com- 
promise was easier to achieve. 

The Parliamentary party had the sup[>ort of the London merchants 

and therefore the effective control of the customs revenue. The Civil 

War was expensive and duties were raised. After the restoration of 

Charles II in 1660, the tariff continued to be complicated by specific 

duties on particular prqducts and by additional levies. Imports were 

valued for duty purposes at conventional valuations contained in the 

Book of Rates, which was first issued in 1558, and frequently revised. 

From time to time additional duties were added so that the tariff 

became complicated. Thus in 1721, pepper and spices were subject 

to seven separate duties, levied on their v^lue as assessed in the current 
* 

2 Stephen Doivell. op, at., \'o1. II, p. 9a. 
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Book of Rates. These duties had befti imposed to pr^ide revenue to 
meet the si!bsidies*granted in 1660, 1698, 1703, and 1704, to which 
were added “the new duty, the additional duty, and the further new 
duty.” The proceeds of these impositions, under appropriation clauses 
in the several acts, were appropriated for paying^off different loans. 

Sir Robert Walpole, who held office most of the time from 1712 to 
1742, was a peace minister and was able to introduce a measure of 
simplification into the tariff. But the increasing ^verity of the wars 
of the later eighteenth century caused greater confusion than ever /in 
the whole tax system. The war with France waged at intervals o>ler 
most of the second half of the century caused special discriminatiohs 
against French imports, and these were the chief incentives to smug- 
gling in England. The attempts to tax the colonial trade and to channd 
•it througii English ports for that purpose also led to a good deal of 
colonial smuggling. In addition, there was much speculation and 
graft from time to time. In fact, the system of trade regulation became 
too burdensome and complicated for effective enforcement. Private 
interests naturally took advantage of this situation. 

It has been argued that the development of a customs tariff was in 
itself an improvement over the older methods of prohibitions, and 
in that sense a necessary step toward freer trade. But it was created 
out of the exploitation of the government’s financial necessities by 
the private interests of those who stood to gain by protection. The 
theoretical arguments by which protection was justified were mainly 
a cover for private privilege and profit. In 1776 Adam Smith attacked 
the whole complicated system on grounds of administrative ineffi- 
ciency, inconsistency of aims, and monopolistic greed. He had no 
difficulty in documenting his criticism. The paragraph with which he 
concludes his analysis is as applicable to modern tariffs as it was to 
those which existed in his own time: “It cannot be very difficult,” he 
says, “to determine who have been the contrivers of this whole mer- 
cantile system; not the consumers, we may believe, whose interest 
has been entirely neglected; but the producers, whose interest has 
been so carefully attended to; and among this latter class, our mer- 
chants and manufacturers havf been by far the principal architects. 
In the mercantile regulations which have been taken notice of in this 
chapter, thfe interest of our manufacturers have been most particularly 
attended to; and the interest, not so much of the consumers, as that 
of some other sets of producers, has been sacrificed to it.” 
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This, it niay\e noted, is a crirfcism of the political working of pro- 
tectionism* The economic case for interference with private interest 
in order to promote the common good^must a Iways^redkon, however, 
with the political realities. In a system of economic nationalism what 
tends to emerge is^not the common go 9 d, but a government of pro- 
ducers, by producers, and for producers. 

THE EVOLUTION OF JOINT-STOCK COMPANIES 
The international conflicts of the seventeenth and eighteenth cen- 
turies, and to some extent the political battles also, were largely fought 
by chartered companies. A clear case is the struggle between the 
British, Dutch, and French East India Companies which were the 
spearheads of economic penetration in the Orient. American coloni- 
zation was promoted by a succession of companies which in theif 
origins were primarily commercial. A great array of companies en- 
deavored also to pioneer and monopolize the trade in various regions 
from Russia to Africa and from Hudson Ray to the South Seas. This 
form of commercial organization leading ultimately to the limited- 
liability joint-stock corporation of modern industry was built upon 
earlier associative experiments and went through a very complicated 
series of developments in this period. This type of organization played 
a large role in the transformation of trade and was intimately linked 
with almost every aspect of economic development. No discussion 
of trade policy can neglect the companies — indeed the more powerful 
companies contributed heavily to the promotion of policy and their 
officials were prominent in the controversies concerning policy. More- 
over the characteristic form of modern large-scale corporations and 
such important institutions as permanent national debt, deposit bank- 
ing, and th^ stock exchange are outgrowths of this evolution of joint- 
stock enterprise. 

The development of the joint-stock company came late in England 
and when it came was characteristically cast in a traditional form. But 
the amplitude of its development in that country was greater than in 
Italy or in Germany and is of particular importance. This is not only 
because of its use in colonization and^in developing ^world trade, but 
also because it provided the basis of modem commercial organization. 
It is necessary, therefore, to outline the main stages through which it 
passed. • • 

The first organization which must be noticed is the Fellowship of 
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Merchant Adventureils, which from^the fifteenth ce/tiiry on fought 
both the Hanseatic League and the Venetians. It finally obsted the^hi 
both froip thdr privileged position in England and followed up this 
victory by establishing itself in Hamburg. The connection with Ham- 
burg remained important until, in 1806, Napoleon "broke up the “Eng- 
lish Court“ there. • 

The Merchant Adventurers and most of its offshoots were regulated 
companies — associations of merchants chartered to trade in a given 
area but trading individually. This form of organization survived long 
after the more modern form of joint-stock companies had appeared. 
Indeed some of the most important of the companies — notably the 
East India Company — changed from joint stock to the regulated for\n 
and back again. This was a period of experiment and there was strori'g 
pressure Always from interlopers and new men, especially from th^ 
ports outside London, to share in the trade of new regions. The regu- 
lated companies, in theory, were open to all who could qualify, and 
from time to time they were forced to modify their monopolistic ten- 
dencies to admit interlopers. But a variety of causes gradually brought 
the joint-stock form into common use. More distant voyages called for 
greater capital over longer periods. Joint funds were needed to make 
the loans to needy monarchs in order to secure monopolistic privileges 
or preferential duties, to buy concessions from foreign rulers, or to 
erect overseas fortified posts. 

There was always resentment of any monopoly that was granted and 
interlopers would immediately cut in illegally on newly opened 
markets. The arguments that were used for and against the granting 
of monopolies are curiously akin to those used in our own time regard- 
ing cartels, and particularly regarding patent agreements. Those who 
had put capital into development of a new trade would argue that they 
were entitled to protection from the competition of those who had 
risked nothing. They would point to the unscrupulous way in which 
interlopers, once the trade was established as profitable, rushed in to 
exploit its richest opportunities without contributing to the overhead, 
such as the cost of fortified posts, and with no concern for orderly de- 
velopment. The Africa Compar^y, for example, complained bitterly of 
the way in which Sir John Hawkins’ slave raids in 1562, 1564, and 
1567 had ruined its business, and in fact the company did little busi- 
ness after 1566. 

There was a close connection between the development of joint- 
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stock compani^ and state policy* In two important respects the grant 
o£exclusive privileges to a compact group of merch*ants waS convenient 
to the crown. In the first place, no Tudor or Stuart monarch was able 
to meet the growing expenses of centralized administration and re- 
current wars, l^t aldne protect English merchants abroad. Thus it was 
natural that small groups of wealthy and enterprising merchants who 
offered not only to protect themselves but to f>ay to the Crown loans 
or cash advances fol^ a charter would meet with royal favor. It is true 
that a financial expert like Sir Thomas Gresham, the financial adviser 
of Queen Elizabeth, could squeeze even a regulated company as he did 
when in 1588 he extracted £20,000 from the Merchant Adventurers, 
and then manipulated the exchange rates against them to gather more 
profit for Elizabeth. But it was easier to get gifts or loans from a joint- 
stock company which had common capital than to force a^'egulated' 
company to collect them by subscription from its members. In the 
extravagant and corrupt administration of the Stuarts the practice of 
securing concessions by bribing court favorites grew to an^azing pro- 
portions. 

In the second place, where secrecy was necessary for diplomatic 
reasons, as in numerous privateering ventures against the Spanish or 
where important defense industries were concerned, it was wise to 
entrust the business to a small group working with a joint-stock fund. 
Some of the privateering expeditions were very profitable. Drake, for 
example, in his famous voyage around the world (1577-80), during 
which he plundered the unprepared Pacific outjwsts of Spain, used 
about £5,000 to outfit and man his ships. The returns from his ven- 
ture which can be definitely traced amounted to at least £600,000 
(of which Elizabeth received about half while the venturers got 
4700 per cent on their capiul) and have been estimated as high as 
£1.500,000 to £1,750,000. 

The ultimate gain from such ventures was more than offset by the 
crippling of normal trade, which resulted both from the destruction 
of trading fecilities and from the diversion of enterprise and capital 
to plunder rather than to trade. But it. is obvious in a period of eco- 
nomic warfare that joint-stock privateering ventures were attractive. 
In the same way both at home and abroad, joint-stock*companies were 
used for purposes of state such as the promotion of defense industries, 
for the plantingnf colonies, and for the prosecution of trade in compe- 
tition with similir organized foreign groups in areas where the struggle 
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for power was waged relentlessly, as id India. No small ^art of the favor 
accorded to^the joint-stock form of enterprise came as a result of its 
service in power-politics.® 

The colonizing companies which in the seventeenth century laid 
the foundation of what is now the United States bAjke hew ground in 
more senses than one. Their origins are to be found in ventures such 
as those of Gilbert to Newfoundland and Raleigh to Roanoke and in 
joint ventures for single voyages to various West Ihdian Islands. Sums 
sufficient to equip an expedition and support adventures on an tin- 
known shore were expected to be recouped by shipments of markjet- 
able products — perhaps of treasure. There were many early dis^ 
pointments. Relief expeditions had to be sent and projects abandoned. 
But after the peace with Spain in 1604, there was a consunt resurgence 
\)f colonizing enterprise. There was in addition a great hunger for landi 
and opportunity in a new country as well as for religious freedom, 
shared by Catholics and Protestant dissenters. 

There was from the beginning a potential clash between state policy 
and the private interests, not so much of the commercial promoters 
as of the colonists themselves. Support of colonization was urged on 
government for many reasons — to secure naval stores, to create strate- 
gic outposts, to secure both freight and sea power, to forestall terri- 
torial expansion by the Spanish, Dutch, and French, to develop 
markets for English manufactures and, until mercantilist population 
theories became dominant, to find outlets for the idle, the poor, and 
the criminal surplus of population. 

» “From 1553, little as the names of the Fellowship for the Discovery of New Trades, 
the societies of the Mines Royal and of the Mineral and Battery Works suggest it, 
these enterprises find their unity in relation to the eciuipment of the navy. The first 
imported masts and cordage, while the Mines Royal discovered and worked the copper 
from which the Mineral and Battery Works made bronze or brass, which again was 
cast into cannon. Moreover the flexibility of the system was such that from 1568 to 1588 
its dominant manifestation was in the financing of the earliest colonizing expeditions. 
Thus, during the first half-century of its existence, the joint-stock company was the 
requisite for obtaining both sea-power and colonial possessions. . . . From i6to to 1635 
the main activity of joint-stock enterprise consisted, in the following up of the tentative 
efforts of the previous decade, in a vigorous planting of colonies, joined with the 
prosecution of trade to tropical countries, such as the East Indies. . . . Thus, during 
the first century of its existence in England, the joint-stock company was the organiza- 
tion that provided fCnds for the growth of maritime enterprise and for the beginnings 
of colonization. Thereafter, for about thirty years, it was instrumental in extending 
and consolidating certain distant foreign trades, and in the remaining quarter of a 
century it laid the foundations of an organization of credit on a new and augmented 
basis.'* — ^W. R. Scott, The ConstituKon and Finance of English, Scottish and Irish Joint- 
Stock Companies to lyao, Cambridge. Cambridge University Press, 1912, Vol. I, pp. 440-41. 
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The first charter of the Vir^nia Company contained the seeds of 
future conflict. On the one hand, its administration was entrusted to 
a royal council in England and resident councils jn c&ch colony. On 
the other hand the colonists were regarded as Englishmen and as such 
were expressly g&aranteed all liberties, franchises, and immunities 
under the law» that Englishmen were at the time enjoying at home. 
These included trial by jury, benefit of clergy, and all the rights of 
possession and inheritance of land as in England. 

Between the colonists and the Crown, the companies were soon 
in a difficult situation. State policy and the private interests of the 
colonists themselves combined to make it impossible for the colonies 
to be operated as commercial enterprises in the interests of their pro- 
prietors or shareholders. The Virginia Company was the first to suc- 
cumb. In 1623 its charter was terminated, and Virginia* became a 
royal colony — the first of a long series. The reasons for the Company’s 
failure were complicated, but, despite dissensions and political rival- 
ries in its management, they were primarily economic. The investment 
demanded to bring a new colony into production and profit was too 
great and extended over too long a period. Reluctantly, its officers 
had accepted the colonists’ neglect of a diversified agriculture and 
their concentration upon a staple cash crop — tobacco. Both the colo- 
nists and the companies encountered trouble, however, when foreign 
markets were shut off by the requirement of the Navigation Acts that 
all tobacco be brought to England to pay duty there before being re- 
exported. The Company was forced into virtual receivership and its 
charter was soon terminated. Other experiments were made, and 
there is no clear<ut pattern of development to be summarized in a 
phrase. But thus early in colonial history it was evident that the forma- 
tive factors of policy and of later conflict would be the clashing in- 
terests of the colonists and of the Crown. 

The most successful of the joint-stock trading companies were those 
which pioneered the distant trades. Of these the most important was 
the East India Company, which was formed in 1600 by a group of 
merchants active in the Levant Company. Until its dissolution in 
1858, the E^st India Company was \p bear the brynt of British ex- 
pansion in India and the Far East. Its evolution illustrates the experi- 
ments in organization of joint-stock enterprises as well as many aspects 
of ^onomic nationalism and imperialism. Originally it was a joint 
venture, with a varying number of shares of fixed amount, subscribed 
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at first for a single voyage, and later (br a limited tend of years. The 
device of issumg shares of a fixed amqunt which could be bought and 
sold was adopted early in the seventeenth century. These shares were 
later made permanent, and in 1662 liability was limited to the value 
of the shares subscribed. Thus before the end of thfc seventeenth cen- 
tury the essential principles of modern joint-stock organization had 
been developed. 

It is difficult if not impossible to discover exadly how profitable 
the East India Company and its contemporaries actually were. Divi-r 
dends on successive capital subscriptions made accounting difficult 
until the share capital was made permanent. The chronic necessities\ 
of government, always seeking to appropriate the proceeds of any 
profitable enterprise, made it advisable to minimize returns, and the 
j^ublic staH'ments of the companies are a melancholy series of pleas for 
greater privileges and more lenient exactions. Nevertheless, the first 
returns seem to have been large and the persistence of capital seeking 
investment in these trades indicates that subsequent profits were sub- 
stantial. While it seems probable that the British East India Company 
did not fare as well as its Dutch rival in the early seventeenth century, 
there was a great trade boom after civil conflict ended in 1649. 
course of that boom large dividends were distributed. Before the boom 
burst in the great speculative operations of the South Sea Bubble, the 
East India Company doubled, the Hudson’s Bay Company trebled, 
and the Royal African Company quadrupled their nominal capital 
by way of bonus out of reserved profits. 

This record was not established without trouble or criticism. There 
were always interlopers who picked the eyes out of the trade, took no 
share in its continuing'costs, and often ruined its prospects by greedy, 
unscrupulous, and ruthless dealings with the native peoples. Succes- 
sive kings and their courtiers were not above raiding the profits of 
the companies, sometimes by measures that were in the nature of black- 
mail, as when in 1655 Charles I chartered a rival East India Company. 
After various reorganizations the East India Companies were com- 
bined in 1657 and a new charter was granted by Cromwell. Successive 
reorganizations register politic^ difficulties. Sir Josiah Child, one of 
the most famous of the mercantilist economists, threw the East India 
Company to the support of the Stuarts after the Restoration and thus 
opened it to retaliation whei; in 1688 his Whig opponents came into 
power with William III. 
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The chief problems of the (Company from thjt time forward were 
Its gradual drift into unwieldy bureaucracy, the greed of its share- 
holders for dividends, and the difficuft^ of contrqjlirfg its officials in 
India. Such control was particularly difficult after the struggle with 
the French Company involved it in the politics of the Indian states, 
and subsequerltly in assuming the responsibilities of government over 
great territories. In the course of the eighteenth century it became a 
massive and somewliat hidebound monopoly as profitable and seem- 
ingly as secure as the Bank of England. It was influential enough to 
exert considerable influence on state policy as was illustrated by its 
attempt to assert its monoptjlistic control over the tea market in the 
American colonies. 

Whatever its early enterprise may have been, and however com- 
pelling the reasons for its initial monopoly, by the end of the eighteenth 
century it invited the attack made upon it by Adam Smith. To under- 
stand why he made such a violent attack, not only upon the East India 
Company but upon the whole method of joint-stock organization a 
brief statement should be made of the connection of joint-stock enter- 
prise with banking developments and public finance in the early 
eighteenth century. It is, at first, surprising to find such an acute ob- 
server as Adam Smith declaring that the corporate form of organiza- 
tion is suitable only for routine business operations. 

The attack concludes an extended analysis of the East India Com- 
pany’s operations and is no doubt pivoted upon the parenthetical 
clause “without an exclusive privilege.” Why was it that joint-stock 
companies, which in our day are the accepted form of private enter- 
prise, were in the eighteenth century confined to monopolistic trading 
concerns or to a few routine businesses — banking, insurance, canals, 
and water companies? The answer is to be found in the great outburst 
of speculation which led up to John Law's experiments with paper 
money and to the South Sea Bubble in 1720, as a result of which joint- 
stock enterprises were severely restricted by law. 

It would take us too far afield to trace the evolution of credit in- 
struments in the latter half of the seventeenth century. Primarily be- 
cause of peape at home and abroad, piofits were accumulating in Eng- 
land. Capital begati to flow into agricultural development and in- 
dustrial experiments as well as trade. Goldsmiths began the practice of 
accepting depo.^its and issuing bank note#, the first private banks began 
to operate, and checks were used. Still the governments were chroni- 
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cally short cash. ^The Stuarts mortgaged future cl4ims to public 
revenues, big and little, sold honors, patents and monopolies, and 
extracted whaftevej- they could for the renewal of company charters. 
Even then the floating debt — unpaid bills — grew steadily. 

In 1694 a company of Whig merchants had loahed £1,200,000 to 
William III and had received a charter as the Bank of England. In 
1711 another enterprising group was incorporated as the South Sea 
Company, using floating-debt claims on the government as capital 
to the amount of over nine million pounds, which was soon increased 
to ten million pounds. On this capital, returning 6 per cent interesil 
secured by various taxes, the company was able to borrow for de-\ 
veloping its trading privileges. Actually it had little to develop. It \ 
might have been just another debt-financing scheme if the credit boom 
started by*John Law’s financial operations in Paris in the early decades 
of the eighteenth century had not spread to I^ondon. The South Sea 
Company, but not the Bank of England, was swept into a tide of 
speculation which was remarkable for the flotation of fantastic and 
fraudulent schemes. As the speculation developed, the South Sea Com- 
pany was guilty of fraudulent statements and of bribing ministers and 
public officials. Its operations can best be understood by comparing 
them, as Professor Eli F. Heckscher has done, with the recent financial 
operations of Kreuger and Toll. The speculative boom ended in 
disaster in 1720, and one result was legislation to prohibit the forma- 
tion of joint-stock companies except by charter or act of Parliament. 
Passed in 1719 at the instance of the South Sea Company itself, to 
protect it and the public against fraudulent promotions, the Act was 
not repealed till 1 82 5, and the full privilege of limited liability was not 
allowed to such companies until 1862. 

Thus when Adam Smith wrote, the joint-stock form of enterprise 
as a result of the excesses of the South Sea Bubble had been outlawed 
from the field in which it has since had its greatest successes. The 
South Sea Company remained only an echoing memory. 

The South Sea Bubble was a serious blow to English credit, though 
it was not as bad as the convulsions into which John Law’s Mississippi 
Bubble ultimately led France.fFor more than a century its memory 
prevented the use of joint-stock enterprise and cast discredit upon 
stock broking and jobbing in all their forms. The low repute into which 
corporate financing had fallen was reflected in an Acf of 1734 passed 
‘‘to prevent the infamous practice of stock-jobbing,” and in Dr. John- 
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son’s dictionary definition of a Stockjobber as "a^low wretch.” Those 
who dealt in stocks and bonds were reduced to conducting their 
operations in private. The Stock Exchange rule ag;ain^t intruders on 
the floor of the “house” dates from this period, a relic of the secrecy 
necessary when dealings were illegal and there was a danger from 
informers. 


* THE NAVIGATION ACTS 

In the age of maritime expansion and colonial warfare throughout 
the seventeenth and eighteenth centuries, shipping and naval power 
were constant objects of state policy. The regulations by which govern- 
ments attempted to build up th^ir power at sea were a cornerstone of 
the whole protective system. While there was some conflict of contem-^ 
porary thought concerning their wisdom and effectiveness, \hey soon 
won the support of the great body of public opinion. So relentless a 
critic of mercantilism as Adam Smith expressly exempted England’s 
efforts to protect shipping from his attack on restrictive and monopo- 
listic practices. He was aware of the charge that the Navigation Acts 
which had been passed from 1651 onward were restrictive of com- 
merce, and he had no illusions as to their political purposes. But he 
went out of his way not only to defend them but to claim that they 
were ”the wisest of all the commercial regulations of England.” There 
was a long history of shipping regulation behind them in England and 
in every other trading country. Both to protect shipbuilding and 
shipping (including fisheries) as important industries in their own 
right, and to protect other industries by controlling seaborne compe- 
tition, many experiments had been tried for centuries. These early 
experiments had not been satisfactory since they imposed direct bur- 
dens on traders and consumers and had proved difficult to administer. 
From time to time they had been relaxed or abandoned, though the 
shipping interest worked incessantly for protection. 

What Professor L. A. Harper has called “the basic formula . . . 
destined to govern English navigation for two centuries” was put 
forward in 1651 at a time of great tension with the Dutch.* Whether, 
from the viewpoint of immediate polic;^ it was a wise and statesmanlike 
piece of economic preparedness or a provocative blunder is difficult 
now to judge. There are strong opinions on both sides. Adam Smith’s 
has been quoted. Most economic historians, however, agree with Pro- 

* L. A. Harper, The English Navigation Laws, New York, 1939, p. 34. 
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fessor W. R. ^Scott tl\at *'in spite of statement of Adam Smith, it 
may well be questioned whether, on the whole, the Act wasnvise, and 
especially whether # 5 ^ was desirable at this particular time.” ® It is not 
proven that war was inevitable, and evidence can be cited to show that 
the Dutch were prepared to negotiate. They had befen allies and were 
linked with England by many ties, economic, political/ and religious. 

It is in any case certain that the war which followed (1652-54), 
whether precipitated by the Navigation Act or noi, had the effect of 
reducing English trade, straining the public finances, and rendering/ 
inevitable the retention and stiffening of the measures aimed at cripj 
pling Dutch shipping. Once committed to the struggle, English states- 
men had little choice but to pursue it relentlessly. Controversy con- 
cerning the Navigation Acts turns largely upon estimates of the neces- 
sity for launching the struggle. 

The original Act of 1651 was aimed primarily at the carrying and 
entrepot (wareliousing) trade of the Dutch. For example, this trade 
infringed the monopolistic position of the Levant Company, which 
could not compere with the importation of Turkish goods from Hol- 
land, because the Dutch ships were built and operated more cheaply. 
The Act of 165 1 , however, was not very firmly administered, especially 
while England was at war with Spain and found Dutch ships useful. 

The acts which were to be operative for more than a century and a 
half were the Navigation Act of 1660 and the Act of Frauds of 1662. 
The guiding principle was to control the imports carried in foreign 
ships. For this purpose a reasonably effective administration had been 
developed. The customs service w^as by no means perfect, but it was the 
best organized, because it was the oldest of the fiscal departments. The 
customs officials whose supervision of arrivals was supplemented by 
the agents of those to whom various revenues had been farmed out, 
and by the agents of the companies whose monopolies might be in- 
fringed, had been able to watch the impcjrt trade, though they could 
not well enforce control of the export trade ^^'itholU installing a large 
foreign service. The Act of 1660 incorporated a new idea by confining 
the control to a specified list of enumerated articles, so that supervision 
was made easier» The articles <?numerated were important prcxlucts 
comprising bulky goods such as grain, strategic items such as naval 
stores, and commodities where Company interests sought protection. 
Altogether it has been estimated that the enumerate commodities 

^ W. R. Scou, op. ci/., pp, 250-51. 
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constituted about half Europe^ trade with England bq^ in weight 
atnd in vahie. These goods had to be shipped in English-built vessels, 
manned by English masters and English’crews to the Extent of three- 
fourths. or in ships built in the country from which the goods origi- 
nated am! mannecf by crews of that country. 

Contemporary opinion was divided as to the economic consequences 
of the Acts upon European trade. Adam Smith admitted that they 
were restrictive. T^je full text of his statement is worth quoting since 
it sheds a flood of light upon the whole political situation in the 
seventeenth century. 

“When the act of navigation was made, in 1651, though England 
and Holland were not actually at war, the most violent animosity sub- 
sisted between the two nations. It had begun during the government, 
of the long parliament, which first framed this act, and it Woke out 
soon after in the Dutch wars during that of the Protector and of 
Charles II. It is not impossible, therefore, that some of the regulations 
of this famous act may have proceeded from national animosity. They 
are as wise, however, as if they had all been dictated by the most 
deliberate wisdom. National animosity at that particular time aimed 
at the very same object which the most deliberate wisdom would have 
recommended, the diminution of the naval power of Holland, the 
only naval power which could endanger the security of England. The 
act of navigation is not favourable to foreign commerce, or to the 
growth of that opulence which can arise from it. The interest of a 
nation in its commercial relations to foreign nations is, like that of a 
merchant with regard to the different people with whom he deals, to 
buy as cheap and sell as dear as possible. But the act of navigation, by 
diminishing the number of sellers, must necessarily diminish that of 
buyers; and we are likely thus not only to buy foreign goods dearer, 
but to sell our own cheaper, than if there was a more perfect freedom 
of trade. As defence, however, is of much more importance than 
opulence, the act of navigation is, perhaps, the wisest of all the com- 
mercial regulations of England.” 

During the period when the Navigation Acts were in force, there 
was a considerable decline in the Mediterranean and Baltic trade; 
but many factors were at work. England ultimately won in the struggle 
with the Dutch; but there were many who believed that' English sea 
power was injured rather than helped by the Navigation Acts and 
that Dutch sea power declined for domestic rather than international 
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reasons.^ Thpse donjestic difficulties krose in large part out of the 
effects of successive wars, and it may be argued that Holland was finally 
outpaced in a ton^, and exhausting struggle with a power that could 
draw upon greater resources. 

If a longer view be taken covering the eighteenth as well as the 
seventeenth century, it is apparent that trade and shipping with the 
colonies in America had gradually come to play a much larger role in 
British commercial development. Despite murmur ings from time to 
time and some smuggling, particularly to and from the foreign colo-| 
nies in the West Indies, the colonists did not find the restrictions or 
the Navigation Acts too irksome. The channeling of trade through^ 
English ports was, however, a diversion from the most economical 
trading arrangements, and it was so felt by the colonists. But in the 
first half df the eighteenth century, the colonial trade grew by leaps 
and bounds. There can be no doubt that it contributed greatly to the 
development of English and also of colonial shipping, esp>ecially after 
Parliament by rejecting the attempt in 1713 to open friendly trade 
relations with France committed England to a continuance of eco- 
nomic warfare with that country. 

The colonists for the most part acquiesced in the progressively 
stricter enforcement'by which the Navigation Acts were used to foster 
English exports, to develop English and colonial shipping and ship- 
building, and to funnel colonial exports through English ports to be 
taxed. Few would contend that these protective measures, devised in 
the interest of English merchants rather than that of the colonists, 
were responsible for the steady growth of the colonial trade. To do so 
would be to ignore the initiative and enterprise within the colonies 
and the rapid growth of population, which were to make them at a 
later date the most productive community in the whole world. 

What the restrictions did was drain off some of the profit of this de- 
veloping trade for the benefit of the English revenue. Occasionally, 
the mercantilists overreached themselves as when the Navigation Acts 
gravely impaired the competitive power of British West Indian sugar 
in the European market by making the British sugar more expensive. 
In general however, the force% of expansion were strong enough to 

* J. R. McCulloch, in an elaborate note (XII) to his edition of the Wealth of Nations 
published in 1828. cites evidence that the Acts had neither crippled Dutch nor im- 
proved English shipping, and quo^ Dutch authorities to support his view that ''ex- 
cessive taxation and not our navigation law was the principal tause of the fall of 
profits, and of the decline of manufactures, commerce and navigation in Holland." 
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carry the additional burden im^sed on them by mercantilist policy. 
One of these burdens was the requirement that the most important 
export products from the colonies shodkl be carried ain English or 
colonial ships to an English port and should be sub ject to duty before 
they could be ire-eiported. The freight costs were higher than those 
on most foreign ships. Part of the burden imposed on the colonial 
trade, therefore, was in effect a subsidy to shipping and shipbuilding. 
This can be defenrfed as Adam Smith defended it, as a wise measure 
of national defense, but it cannot be defended as a means of pro- 
moting trade. Moreover the colonists came to feel that they were pay- 
ing, indirectly but substantially, too lieavy a price for maintaining the 
English connection. 

It is- questionable whether this concealed subsidy was necessary to 
develop shipping and thereby the sea power which enabled tl^ English ’ 
to defeat first the Dutch and then the French. They had defeated the 
Spanish without the aid of the Navigation Acts in a period when there 
were various attempts made to encourage national shipping, but these 
were largely by means of partial and often indirect devices. It was 
effectively argued by J. R. McCulloch that “navigation and naval 
power are the children, not the parents — the effect, not the cause — of 
commerce. If the latter be increased, the increase of the former will 
follow as a matter of course. More ships and more sailors become neces- 
sary, according as the commerce between different and distant coun- 
tries is extended.'* 

At a later date, when British commercial and shipping pre-eminence 
was clearly established, McCulloch could add to this argument by 
way of concession that: “A country, situated like Great Britain in 
the reign of Charles II, when her shipping was comparatively limited, 
might perhaps be warranted in endeavoring to increase its amount, 
by excluding foreign ships from her harbors. But it is almost super- 
fluous to add that it is not by any such regulations, but solely by the 
aid of a flourishing and widely extended commerce, that the immense 
mercantile navy we have accumulated can be supported.** ^ 

Toward the close of the nineteenth century when Germany was 
preparing to challenge British commercial and mariyme supremacy, 
German nationalists would argue that England had built up its sea 
power as well as its trade by well-directed policies of economic na- 
tionalism, and was then able to kick awa> the ladder by which it had 
7 J. R. McCulloch, toe, cit. 
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climbed. Tlje validj[ty of this argument which opened the way to a 
new struggle for power is more than doubtful. If this wis true for 
England, it wks i^ot true for Spain or France, which also tried the 
same devices. There must have been something in the geographical, 
political, economic, and social situation of England which enabled it 
to emerge victor in the struggle. The best judgment of economic his- 
torians is that domestic peace and internal freedom were among the 
principal causes of England’s success. If this is true, these conditions 
could have been even more effective if so much wealth and energy had 
not been diverted to the destructive techniques of economic warfar^ 
and armed conflict. 

Perhaps economic warfare was inevitable at the time, but this does\ 
not prove either that it was profitable or that it must remain inevitable. \ 
Defense di the Navigation Acts on the ground that they were a neces- 
sary instrument of economic warfare in a period of international 
anarchy is possible. To defend them on the ground that they enabled 
the victor in the struggle to reap rich rewards is an entirely different 
proposition. Such an argument would need to prove that the gains 
outweighed the costs of the struggle and could not have been secured 
by peaceful means, h is in any case an argument based upon the 
presume gains to the victor, not the losses to the vanquished. There 
is in fact no valid economic case for the Navigation Acts. Their only 
justification was as a weapon of power-polities. 

THE OLD COLONIAL SYSTEM 

The "old colonial system’’ was an aspect of mercantilist policy 
which has been distinguished for separate treatment largely because 
of its importance in the history of the United States. Like every other 
aspect of mercantilist policy, it was a mixture of great ideals and petty 
prejudices. What constituted the peculiar aspect of colonial trade 
policy was the manner of applying mercantilist devices to the trade, 
and less effectively to the production, of settlements overseas which 
were rapidly developing their own economic interests. 

Because the English colonies in America were the most consider- 
able permanent eettlements offuropeans and because of the signifi- 
cance of their eventual achievement of independence, there is a 
natural * tendency to think of the old colonial system as something 
peculiar to them. In fact, tlfcy became the most considerable settle- 
ments largely because of their relative freedom, and their independ- 
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ence came as a development frAn their staunch defense of that free* 
dom. The*struggle was primarily political and was facilitated by the 
fact that a large measure of self-governriictit had bejn attained by the 
thirteen original states while they were still colonies. Other colonial 
empires — the PorAiguese, Spanish, Dutch, and French — were admin* 
istered very strictly in the interests of the metropolitan country and 
had no development of local self-government comparable with the 
legislatures of the English colonies in North America. New France was 
governed directly by a viceroy until it passed under the rule of Eng- 
land. The Spanish and Portuguese colonies in Central and South 
America were governed in the same way and did not achieve their in- 
dependence for more than half a century after the United States, 
largely because they had no elected legislatures to focus popular dis- 
contents. • 

Also it should be remembered that the economic controls to which 
all colonial empires were subjected in the seventeenth and eighteenth 
centuries were milder in the English colonies than elsewhere. They 
were milder indeed in North America than in Ireland or the West 
Indies even though, from a strict mercantilist viewpoint, the New 
England settlements were the least productive and the most trouble- 
some of all the colonies. 

It is true that many statements may be quoted along the lines of the 
well-known official memorandum of 1726: “All advantageous proj- 
ects or c'onimercial gain in any Colony which are truly prejudicial 
to, and inconsistent with, the interests of the Mother country, must 
be understood to be illegal and the practice of them unwarrantable; 
l^cause they contradict the end for which the Colonies had a being.’* 
This was accepted doctrine, common to all colonial systems. It became 
intolerable to the colonists only when the manner of its execution in- 
fringed wffiat they held to be their inalienable political rights. In so 
far as it was taxation to which they objected, it was to being taxed 
without representation. 

Contemporary opinion both in the colonies and in Britain was 
emphatic that the rapid development of the North American colonies 
was the result, in Adam Smith’s worrjs, of “plenty qj good land, and 
liberty to manage their own affairs in their owm way.” Good land was 
to be found elsewhere, but “the political institutions of the English 
colonies have I|een more favourable to the improvement and cultiva- 
tion of this land.’* 
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**In everything, except their foreigit trade, the liberty of the English 
colonists to manage their own affairs in their own way is c6mplete. It 
is in every respect equal to that of their fellow citizens at home and is 
secured in the same manner, by an assembly of representatives of the 
people, who claim the sole right of imposing taxes'^'for the support of 
the colony governments.” 

These institutions of local self-government derived from the belief 
of the original colonists that they had lost none of their rights and 
privileges as Englishmen. There was a brief period during which tht 
early Stuarts maintained that the colonies and the companies which 
founded them lay within the royal prerogative. The legal form of their 
constitution followed this theory wliich curiously foreshadows the\ 
modern association of the British Commonwealth, the independent \ 
'Dominions of which owe allegiance to the King, but not to the British 
Parliament. But the Crown had power in the seventeenth century, 
and the Stuart claim was largely based on the desire to find sources of 
revenue outside parliamentary control. 

After the Civil War, Parliament reasserted its control over all as- 
pects of commercial policy and taxation so that the claims of the colo- 
nial legislatures came to be regarded as a challenge to the supreme 
authority of Parliament. These claims were never admitted, and it 
required long and painful experience before other British colonies 
were able to work out a political formula of independent association 
in a Commonwealth. The utmost concessions made to colonial de- 
mands, even by opponents of mercantilist policy, took the form of 
proposals from the colonies and from liberals in Britain for repre- 
sentation of the colonies in Parliament. Such proposals led to no 
practical result and the legal supremacy of Parliament was firmly 
upheld. However, the same disintegration of domestic regulation 
that earlier took place in England itself, coupled with the difficulty 
of creating effective organs of administration in the colonies, led at 
a very early date to an effective degree of colonial self-government in 
domestic affairs, which included local taxation. It was the attempt of 
Parliament to reassert its right to tax the colonies directly that led 
to armed resistai^e and ultimatgly to independence. 

It was not easy to apply the English uriff to the distant American 
colonies so that the main device used was the diversion of the most 
significant pait of the export trade to be uxed as it passed through 
English ports. This was done in pursuance of the Navigation Acts 
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which also served other purpo^s. They created a virtual monopoly 
of the colonial markets in favor of the English manufacturer, while 
assuring English ships (and in the eighleenth century,* colonial ships 
also) of a preferential demand for freight. These were hardships im- 
posed upon the colbnists, but they were not without some justification 
and compensation. The costs of defense against the Indians and the 
French, on land as well as on sea, fell upon the British Treasury, and 
it was felt that the* colonists should contribute to these costs, if only 
indirectly. Moreover, colonial exports were assured a virtual monopoly 
of the English market by the imposition of high duties against com- 
peting products from foreign colonies, and further in the case of to- 
bacco, their most important crop, by prohibition of its cultivation in 
England. 

The enforcement of the regulations governing the external trade of* 
the colonies was progressively strengthened. The Act of 1651 provided 
no machinery of enforcement in the colonies, but relied solely on 
informers. In any case its administration was lax. In 1660 the colonial 
governors were instructed to require colonial shippers to give*bonds 
which were forfeited if it were found that the laws had been evaded. 
In tfifig import declarations were required in an attempt to control 
foreign imports. But it was not until 1675 that the governors were 
given staffs of English officials to enforce the law, and not until 1696 
that these officials were given effective powers to enforce their control 
over colonial trade and shipping. Thereafter enforcement seems to 
have been reasonably efficient. The channels of trade were established 
between Britain and the North American colonies. Ireland and the 
Isle of Man, which were outside the customs area of Great Britain, for 
a time provided loopholes for evasion. There was also some smuggling 
to and from tlie foreign colonies in the West Indies in contravention 
of such legislation as the Molasses Act of 1733. However, the great 
bulk of the trade went through British ports. Bristol and Glasgow 
grew rich on tobacco, and later Liverpool was to grow rich on cotton. 

The harshest effects of the old colonial system were in fact felt by 
Ireland, which was nearest to the seat of enforcement and could most 
easily be supervised. In 1667 the importation of Irislj qattle was pro- 
hibited, and when Ireland turned to wool its export elsewhere than 
to England was prohibited, so that English manufacturers could gain 
from cheap raw* materials. The export of butter and cheese to Eng- 
land was prohibited, and in 1699 the export of Irish woolens was 
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confined to ^ngland.. As Arthur Youn|, an acute observer, wrote nearly 
a century later, "the Irish woolen fabrics were destroyed by'one of the 
most infamou^St^tutes that ever disgraced a legislature." 

The West Indian colonies also suffered heavily by the diversion of 
their sugar exports to be taxed in English ports, b^ore they could be 
re-exported to foreign countries. Their sugar became too expensive 
to compete with the products of French and Dutch plantations in the 
West Indies, and England could not absorb the growing production. 
In 1739 the mercantilists suffered a partial defeat when sugar wajs 
allowed to be exported directly to foreign ports south of Cape Fini^ 
terre; but the permission was hedged about with restrictions and was 
only partially effective. 1 

In the effort to prevent or retard the development of manufactures \ 
'in the Ndrth American colonies — ^ari effort which Adam Smith at- 
tacked as “a manifest violation of the most sacred rights of mankind" 
— mercantilist policy was difficult to enforce. The woolen manu- 
facturers had much influence in England and an Act of 1699 en- 
deavoi^ to prohibit the export of colonial wool, woolen yarn, or 
woolen manufactures to foreign countries, or even from one colony 
to another. There was not at that time much prospect of colonial 
woolen goods competing in European markets, but the local trade 
flourished despite the prohibition. Attempts of the English ironmasters 
to prohibit the manufacture of iron were met by the opposition not 
only of the colonists but of English manufacturers. After 1750 pig iron 
and bar iron were admitted to England from the colonies duty free, but 
the manufacture of iron products was forbidden in the colonies. Hat- 
inaking from beaver felts was also forbidden in 1732. But like all of 
these laws it was unnecessary as far as the export trade was concerned 
and ineffective as far as it concerned the colonial market. 

It should be noted that as the colonies grew in population and the 
wealth of their resources became more evident, the notion gradually 
emerged of a self-sufficient empire. This notion was as far as liberal 
thought and political invention went in the eighteenth century. Po- 
litically, it involved both the maintenance of civil rights in the colo- 
nies and colonial representation in Parliament. Economically, it 
went to the length — as stated by Adam Smith — of proposing imperial 
free trade. This notion has never been lost. Though proposed too late 
and resisted too strongly to be of serious importance* in the conflict 
which gave the American colonies their independence, it remains a 
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living idea in other imperial ^tems, including the modem British 
Empire, and has even in the stress of war been proposed iU a means of 
reintegrating the English-speaking pebples. For the greater part of 
the nineteenth century it was overshadowed by the dominant belief 
in laissez faire. This, it was hoped, would lead to world-wide free 
trade and peaceful co-operation among independent states content 
to give free rein to economic competition — the ideal upon which the 
League of Nations'ultimately rested. In default of a world federation 
with centralized authority, this looser form of association was the 
arrangement which idealists aimed at. But there have always been 
powerful groups aiming at the closer integpration of kindred peoples. 

It was the struggle with France which prompted the British Parlia- 
ment to tighten the old colonial system in an effort to force the colo- 
nists to pay at least the costs of their own defense. The measures chosen' 
raised constitutional issues on which the colonists were prepared to 
fight, and the alternatives proposed were inadequate to avert the 
conflict. Most economic historians now conclude that the restrictions 
of the old colonial system, though burdensome and officious, were 
neither so onerous nor, over the greater part of the eighteenth cen- 
tury, so effectively administered as to foment rebellious attitudes. 
They were not wholly one-sided. The colonies had preferential access 
to the English market and to the West Indies, and shared in the ship- 
ping monopoly created by tlie Navigation Acts. Until the p>assing of 
the Stamp Act in 1 765 and the subsequent stiffening of political and 
legalistic attitudes, the restrictions on colonial trade were a cause of 
grumbling and evasion rather than of rebellion. 

Nevertheless what is important for an understanding of modem 
problems is the fact that the ultimate test of mercantile policy, compli- 
cated by the pressure of private-interest groups, raised political issues 
on which the colonists were prepared to fight. It is a weak defense of 
the restrictive policies outlined in this chapter to argue that, as long as 
they were not too rigidly enforced, they did not cause discontent to 
break out in open rebellion. Their object was to strengthen the mili- 
tary potential of the mother country, but their result was hardship 
equally severe to the colonists and t(j the consumen in the mother 
country. Adam Smith was a close observer of these events and made 
a careful analysis of the “colony trade" and of the monopoly to which 
it was subjected. The “natural good ejects” of the trade he rated 
highly as contrfbuting heavily to the expansion of English manufac- 
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tures and shipping. But he argued til.s beneficial result was achieved 
not “by means of the monopoly of that trade, but in sjnte of that 
monopoly.” Eor the old colonial system itself he had nothing but 
contempt, despite his firm belief that the colonies ought to contribute 
to the cost of their own defense. *■ 

His condemnation of the system was emphatically summed up: 
“The monopoly of the colony trade, therefore, like all the many and 
malignant expedients of the mercantile system, de^iresses the industry 
of ail other countries, but chiefly that of the colonies, without in the 
least increasing, but on the contrary diminishing, that of the counm 
in whose favour if is established." \ 

With the justice of this verdict, there are few who would nowj 
quarrel. 



CHAPTER V 


THE EMERGENCE OF 
ECONOMIC THEORY 


THE RELATIVITY OF ECONOMIC THOUGHT 

The preceding chapters have dealt with the complementary themes 
of trading enterprise and regulation as they were manifested in the 
progressive widening of markets. Beginning in antiquity the story 
has been brought rapidly up to the end of the eighteenth century. 
Necessarily it has dealt not only with trading developments but also 
with the broader aspects of changing economic organization, and even 
with the main putlines of the historical setting in which those de- 
velopments occurred. While these references were intended to be no 
more than illustrative of the general setting, they were necessary to 
indicate that neither trading enterprise nor its regulation can be 
fruitfully studied except in relation to contemporary thought and 
action. 

So far little has been said of economic theory. This is because the 
development of theoretical economic analysis, and still more its sys- 
tematization, came long after commercial practice had been well de- 
veloped.^ That there is action and reaction between theory and practice 

3 Cf. the passage with which John Stuart Mill, the most systematic expositor of classical 
econoqiic theory, opened his Principles of Political Economy, London, 1846: *ln every 
department of human affairs. Practice long pricedes Science: systematic enquiry into 
the modes of action of the powers of nature is the tardy product of a long course of 
etforu to use those powers for practical ends. The conception, accordingly, of Political 
Economy as a branch of science is extremely modern: but the subject with which its 
enquiries are conve^ant has in all ages necessarily constituted one of the chief practical 
interests of mankind, and in some a most unduly engrossing one.'* 
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is obvious. Ideas shape events and brilliant formulation of a gen- 
eralized thesis may influence thought and policy for generations. The 
thesis of AdankSmith which is the main subject of this chapter was in- 
fluential in this way. But generally it is ideas rather than their formu- 
lation into a systematic theory that are most apt to be influential. 

The experimental scientists by providing a basis for new technology 
have been the innovators responsible for revolutionary economic 
changes. Social studies have to deal with human bthavior, and there- 
fore are concerned with ends as well as means. Examples could easily 
be cited to prove that the organization of enterprise is at least as 
important as the technical methods of production. But organization 
immediately raises questions of social purpose — organization for what\ 
and by whom? The controversies of economic analysis and still more 
'"clearly those of economic policy arise primarily from disagreements 
as to ends and as to the practicability of attaining desired ends, rather 
than from disagreement on the technical means of attaining them. 

In an effort to emulate the rapid advancement of the experimental 
sciences, some modern economists have attempted to limit the field 
of analysis by excluding consideration of the social purposes for which 
economic activity is organized. This, however, means that certain 
purposes must be assumed as the motives of economic activity. These 
theoretical assumptions are made explicitly or implicitly, usually by 
definition — a process that excludes the conflicts and controversies 
which are of major interest in social policy, and opens the door to un- 
reality, since “no science can be more secure than the unconscious 
metaphysics which tacitly it presupposes.’* ^ 

There are, in fact, two streams of thought in economic discussion. 
The one which corresponds most nearly to the processes of the experi- 

2 Cited from A. N. Whitehead by R. Souter, Prolegomena to Relativity Economics, 
New York, 19153, p. 1. 

For an expofsition of economics as a science, cf. Lionel C. Robbins, An Essay on the 
Xature and Significance of Economic Science, London, 1936. Lancelot Hogben attacks 
passages in this Essay such as the statement (p. 72) that: *‘In the last analysis, therefore, 
our proposition rests upon deductions which are implicit in our initial definition of 
the subject-matter of Kconomic Science.” In his Retreat from Reason, New York, 1957, 
Hogl)en uses this passage to attack economic theory as consisting of ^statements solely 
based on logical manipulations of verbal assertions,” and cites Bacon’s dirtiim that, ”lt 
cannot be that axioms established by %rgumentation can suffice for the discovery of 
new works, since the subUety of nature is greater many times over than the subtlety of 
argument.” 

Much of the argument advanced by Hogben in his Retreat from Reason is textually 
reproduced in his Political Arithmetic, New York, 1938, pp. 13-46, and again in his 
Dangerous Thoughts, London, 1939. 
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mental sciences, but which is d^arred by the veiy naturj^ of human 
behavior from their most productive experimental methods, is an 
attempt to classify, describe, and explain the relation^ of human beings 
in the production and exchange of goods and services. The other, 
which is an offshocft of moral philosophy, is a critical evaluation ol 
those relations. It is possible for clarity of analysis to separate what is 
from what should be; but in doing so account must be taken of the 
fact that what is, is governed in some measure by men’s notions of what 
should be. 

The standards by which economic behavior has been evaluated 
have changed from time to time. They still differ widely between dif- 
ferent types of society. In China for example, the family rather than 
the community is the basis of social organization, and economic be- 
havior tends to be judged by community opinion as to wlfether or 
not it is moral by its effect on the family rather than on the community 
as a whole. In every society there are some standards and these in- 
fluence the motives which prompt men to economic activity. If eco- 
nomic analysis is to be realistic it must assume motives which corre- 
spond essentially with the prevailing motives in the society being 
studied and these are affected by, though they may not correspond 
with, prevailing standards of behavior. On the other hand the evalu- 
ation of economic relations easily becomes unrealistic if it is not 
correlated closely with scientific analysis. The peculiar difficulty of 
economic studies is to be found in this interdependence of two modes 
of thought, both of which are essential to an understanding of eco- 
nomic behavior. Economic thought — if its primary purpose is to pro- 
vide a basis for action, and pot simply intellectual exercise — must use 
both analysis and evaluation, and neither is fruitful without the 
other,® 

If these views are correct, it is clearly important to relate the de- 
velopment of economic theory both to the scientific knowledge of the 
particular period under consideration (or at least to the industrial 
applications of that knowledge) and to the prevailing beliefs as to 

3 Cf. the letter from Marshall cited in A. C. Pigou (cd.), Memorials of Alfred Marshall, 
London, 1925, p. 427. "... I had a growing feeling in the later y^ars of ray work at 
the subject that a good mathematical theorem dealing with economic hypotheses was 
very unlikely to be good economics: and I went more and more on the rules — (1) Use 
mathematics as a shorthand, language, rather than as an engine of inquiry. (2) Keep 
to them till you havt done. (3) Translate into English. (4) 'I'hen illustrate by examples 
that are important i?l real life. (5) Burn the mathematics. (6) If you can’t succeed in 4, 
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man’s responsibility^ in society. Thei 4 was little need of theory when 
the organization of economic activity was simple and confined both in 
time and spa«e, and when standards of conduct were laid down by 
religious belief. It was only when co-operative activity became com- 
plicated, extended over wider areas and, by the iAcreasing use of in- 
strumental capital, linked future production with thatof the preceding 
period in which the capital was produced, that it became necessary 
to go into elaborate explanations of the economicVelations of men in 
society. 

The seventeenth-century writers on political arithmetic who were 
closely connected with the founding of the Royal Society foreshadowed 
the inductive, statistical approach to social questions. The best-known 
members of this group were William Petty and the astronomer, Ed- 
" mund Hclley. It has been claimed that they began the application of 
statistical methods to economic analysis, and especially to the study of 
population, and came close to formulating the concepts of national 
income and national expenditure which now loom so large in the 
most modern economic theories. But they did not achieve much more 
than fragmentary studies, and those were warped by their uncritical 
acceptance of state revenue and state power as the criterion by which 
economic activity should be judged. Even Adam Smith, who had “no 
great faith in political arithmetic," devoted much of his work to 
political economy in this original sense of state housekeeping. In his 
hands, however, the organization of private economic activity became 
the principal object of study. 

The major contribution of scientific research to economic thought 
in this fonnative period was not in regard either to method or to sub- 
jects of inquiry. It was the philosophic concept of a self-operating and 
self-correcting equilibrium achieved by a balance of forces in a rational 
universe. In the eighteenth century the connection between social 
science and philosophy was closer than that between experimental and 
social science. It was as a branch of moral philosophy that political 
economy emerged as an academic discipline in its own right, and the 
men who shaped its development were philosophers. 

John Locke Ijad prepared tlje way for a scientific approach to the 
study of political economy when he set forth his exposition of a society 
based on the natural rights of individuals. Among those rights prop- 
erty loomed large. Locke ^^as the philosopher of rtte middle-class 
revolution of 1688, He represented the views of the men who founded 
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the Bank of England. The fight against the diving right of kings was 
wbn, and die new social order was dominated by the sacred right of 
individual property.^ 

Thus by the time Adam Smith wrote, the political setting was pre- 
pared for a philosophy of individualism. Flis thesis is clearest in the 
field of commercial policy with which we are more particularly con- 
cerned, and subseqjient generations have rightly construed his main 
teaching as an attack upon the monopolistic regulation of international 
trade. Here he was able, in the circumstances of tire time and using the 
economic analysis of the time, to demonstrate to the satisfaction of his 
contemporaries that government interference with trading enterprise 
was futile and harmful. His arguments were not an unreasoning de- 
fense of individual freedom in all circumstances, but a reasoned attack 
upon specific limitations of that freedom which in his time led to 
manifest abuses. However, before proceeding to a closer examination 
of his views it is necessary to recapitulate the progress made up to his 
time in the formulation of economic theory. 

A SELF-REGULATING MECHANISM 

The piecemeal emergence of a better understanding of different 
parts of the economic mechanism may be outlined very briefly. It was 
a product of controversy, and the literature to be sifted is both volumi- 
nous and uneven in quality. Here and there scattered statements, 
sometimes merely passing references and sometimes more systematic 
expositions in letters, pamphlets, treatises, or official reports, indicate 
that clearer insight was being gained into the essential relationships 
of economic phenomena. 

As trade expanded and took new forms, attempts to apply the Canon 
Law had led to discussion of particular cases in which the foundation 
was laid for theoretical generalizations. As early as the latter part of 
the thirteenth century a better understanding of what we should now 

4 One of the main arguments advanced to prove the sacredness of property was that 
aU value was created by labor and men had an inalienable right to the products of 
their labor. This doctrine, rooted in ancient and medieval philosophy, has plagued 
economic thought by attempts to found analyti^l systems upon a^abor (cost of pro* 
duction) theory of value. In its strict form, as elaboratcld by Rarl Marx, this theory leads 
to a denial of certain forms of property rights; but John Locke argued (Treatise on Civil 
Government, ii, 27, 28) that “The grass my horse has bit, the turf my servant has cut, 
and the ore I have cygged in any place w’here 1 have a right to them in common with 
others, become my pipperty without the assignation or the consent of anybody.** Cf. Ivor 
Brown, English Political Theory, London, 1920, pp. 62*67. 
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call place-qtility w,as evident. It wal realized that traders increased 
the value of goods by moving them from where they were plentiful* to 
where they v^ere; scarce. The concept of time-utility was slower in 
receiving recognition at the hands of theorists, though practical men 
were paying for time as soon as the widening range of transactions 
demanded the use of short-term credits in the financing of interna- 
tional trade. 

Already in the latter part of the fourteenth century the confusion 
of local coinages and their circulation at varying rates of exchange had 
led Nicole Oresme to analyze the relation of the supply of money to 
commodity prices and to formulate the theory, later known as Gresh- 
am’s law, that bad money drives good money from circulation. In 
the early sixteenth century Copernicus made his famous report ana- 
lyzing th% conditions of a sound monetary policy, and before the end 
of that century Jean Bodin, studying die effects of the inflow of treas- 
ure from the New World, had formulated the quantity theory of 
money. It is evident also that the Italian, French, Flemish, and Dutch 
bankers from the twelfth century on had a reasonably clear insight 
into the nature of trading and exchange transactions, and even into 
the relation of the supply of money to prices. Sir Thomas Gresham 
when urging on Queen Elizabeth the opportunity of a favorable oc- 
casion for the rccoinage of 1560, or astutely manipulating the Ant- 
werp exchange market so as to raise revenue, or to compound Eliza- 
beth’s debts, was dealing in operations that he understood. It is not 
so evident that men of this type knew the significance for the com- 
munity of what they were doing. 

Early in the seventeenth century Antonio Serra wrote A Brief Trea- 
the on the Causes Which Can Make Gold and Silver Plentiful in King- 
donts Where There Are No Mines. This work attempted to formulate 
the theory of trade and of money. But ii was clearly dominated by 
what was then the new toiithstone of policy, the necessity of state 
revenue. For a century and a half economic thought was to be domi- 
nated and in many respects distorted by this and similar overriding po- 
litical considerations. The ideas of an earlier age persisted and were 
complicated bjfc economic wai^are waged with new instruments and 
by new methods. Even those who had some insight into the realities 
of trading and monetary relationships were far from consistent either 
in their thought or in theii* recommendations of poficy. 

The calculations of the political arithmeticians in the seventeenth 
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century did little to elucidate theoretical relatiopships. JThe title of 
William Pfetty’s first work is sufficient to indicate the discursive nature 
of their inquiries.® The close association cf ^cientifi*; theory and social 
practice, which Lancelot Hogben in Dangerous Thoughts refers to as 
being a feature of the “adventurous hopefulness” of early English 
capitalism, was stimulating but as yet undisciplined. In the hands of 
Adam Smith that ^association was to yield a rich harvest of specific 
investigations and illustrations illuminating a central hypothesis. But 
the hypothesis was as necessary as the investigations, and both were 
relative to the times. 

The clesjrest insight as to the working of international trade con- 
tinued to be displayed by men of affairs who used it practically to con- 
duct their own operations, or theoretically, as did the officers of the 
East India Company, to defend those operations by ex parte arguments. 
This judgment is buttressed by the rediscovery in quite recent times of 
a remarkable work published early in the eighteenth century, which 
modern economists have hailed as the first systematic treatise on eco- 
nomic theory. The Essai sur la feature du Commerce en Giniral is 
attributed to Richard Cantillon, “a financier of Irish extraction who 
had business in Paris, and was murdered by his servant in London in 

1734" • 

No one can read this remarkable work, which was almost completely 
neglected for more than a century, without being struck by its mo- 
dernity, particularly in regard to matters where Cantillon himself had 
exact knowledge either through his own business or as a result of 
personal inquiries. One can well believe the description of him found 
in a manuscript written about 1750 by the elder Mirabeau, describing 

* treatise of Taxes and Contributions, showing the Nature and Measures of Crown- 
Lands, Assessments, Customs. Poll-Moneys, Lotteries, Benevolences, Penalties. Monopo- 
lies. O^oes, Tythes, Raising of Moneys, Hearth-Money, Excize, etc.. With several inter- 
sperst Disoources and Digressions concerning Warres, The Church, Universities, Rents 
and Purchases, Usury and Exchange, Banks and Lombards, Registries for Conveyances. 
Beggars. Ensurance, Exportation of Money, Wool, Free- Ports, Coins, Housing, Liberty 
of Conscience, etc. The same being frequently applied to the present State and Affairs 
of Ireland, 1662." 

« Edwin Cannan, A Review of Economic Theory, London, 1929, p. 19. The French 
text, apparently translated by Cantillon himself from the original English manuscript, 
has been print^, with a re-translation into English, by the Royal Economic Society in* 
Richard Cantillon’s Essai sur la Nature du Commerce, London, 1931. The English 
version has been collated with the long extracts, apparently from the original MS, used 
by Postlethwayt in 1749 and 1751, for his Dictionary of Commerce, The editor (Henry 
Higgs) has also incflided the article by W. S. Jevoiis in the Contemporary Review of 
January, 1881, whicd restored a knowledge of Cantillon*s work, and his own article in 
the first volume of the Economic Journal, 1891, giving the results of subsequent research. 
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his great mental activity, the insight \vith which he foresaw the course 
of John Law’s monetary manipulations and made an immense profit 
from them, and t^e tireless curiosity which led him to investigate the 
details of economic activity wherever he traveled. 

He was doubtless an exception among businessfiien, particularly in 
the degree to which he was articulate and in his power to generalize 
from his practical experience. Though in parts of his essay he repeats 
the shibboleths of his time, wherever he treats ot what he knows at 
firsthand, he is convincingly realistic. Thus he has a clear notion of 
what we should now call idle balances and of the quantity theory o(f 
money, concerning which he remarks acutely that “the great difficult 
consists in knowing in what way and in what proportion the increas 
of money raises prices.” He expounds the practice and theory of the\ 
foreign exchanges in precise terms of specie flows, mint par, and the 
specie points, and adds that “for those who have practical knowledge 
of it nothing is easier to understand, and they are rightly astonished 
that those who govern States and administer the Finances of great 
kingdoms have so little knowledge of the nature of exchanges as to 
forbid the export of bullion and of specie of gold and silver. The 
only way to keep them in a State is so to conduct foreign trade that the 
balance is not adverse to the State.” 

Adam Smith knew of his work, though his only citation of it is a 
passing reference to a small point on wages. What is more important 
is that the kind of practical knowledge which Cantillon analyzed in 
a systematic treatise must have been fairly well dispersed among his 
business contemporaries. There is little doubt that Adam Smith 
learned such facts from the businessmen with whom he dined regu- 
larly at Glasgow. And, though his ideas were formed before he 
traveled to France, they were reinforced by his contacts with the 
Physiocrats upon whom Cantillon exercised a considerable influence. 
It is as an unusually intellectual example of the businessmen and 
financiers of the eighteenth century that Cantillon is important. The 
book in which his ideas were set down in such succinct form was prac- 
tically without influence, except indirectly through such writers as 
.the Physiocrats jnd Malachi Pq^tlethwayt. But those ideas were drawn 
from the progressive business methods which were becoming wide- 
spread in his day. 

The Physiocrats who wene active in France toward the end of the 
eighteenth century are important in the history of liberal thought. 
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since they attacked the feudal land system and the toll whjch it levied 
upon the peasants and upon the domestic trade of France. It was one 
of their number, Jean Claude Marie Vincent de Gournay, who is 
credited with the phrase which has now become an international 
synonym for free c<toipetition — laissez faire, laissez passer — in protest 
against the vexatious regulation which was throttling the economic 
life of France.^ John Rae, the biographer of Adam Smith, has de- 
scribed the rooms of their leader, Francois Quesnay as “a little sanctu- 
ary of free speech pitched by an odd chance in the heart of a despotic 
court.’* Here they earnestly discussed the catastrophe which they 
saw impending and tried to work out the bases for freeing landed 
property from the burdens under which it labored. France, like most 
countries of continental Europe, had not gone through the agrarian 
revolution which England had experienced in the sixteenth»century. 
The Physiocrats were attempting to work out the applications of the 
idea of natural liberty to landed property, while their English con- 
temporaries were applying the same idea to industrial property. This 
preoccupation with the land as the sole source of wealth, apparently 
reinforced by descriptions of China brought by returning Jesuit 
missionaries, stultified their economic analysis. In their attacks upon 
the regulations and tolls which interfered with the free flow of trade, 
they were in accord with the English philosophers of the time. 

However it is to the English writers of the eighteenth century, and 
notably to David Hume (1711-76), that we must turn for the general 
ideas that finally led to a clearer understanding of the nature of in- 
ternational trade, and particularly of the balancing of payments be- 
tween national economies. Professor Viner has given a clear account 
of the way in which the essential ideas and pieces of the reasoning 
were developed until they were fitted into a coherent synthesis by 
Hume. Viner shows first that the fact that “net international balances 
of payments must be settled in specie” was a commonplace of mer- 
cantilist discussion, and second, that the concept that “the quantity 
of money is a determinant of the level of prices” had gradually be- 
come accepted until by the eighteenth century it was not the subject 
of much dispute. It remained to prove tjiat the volume^of imports and 
exports depended lipon relative prices at home and abroad and to 
demonstrate the connection between the flow of specie and the flow 

^ For the history of /he phrase, cf. Henry Higgs (ed^, Palgrave's Dictionary of Political 
Economy, London, 19*6, Vol. II, pp. 534-35* 
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of trade. Ste^s in this direction were taken by many writers. The credit, 
however, for the first complete formulation of a sarisfactocy theory, is 
given to Hunvs. 

Hume’s exposition is as sharp and as clear as it is, partly because it 
is based upon the assumption of simple conditiOiis. It assumes that 
money consists of coins exchangeable at their bullion value and that 
the quantity of money available has a simple and direct relation to 
the prices of commodities. Upon these assumptibns Hume proceeds 
to show that, if a country loses a large part of its money in payment for 
an excess of imports over exports, commodity prices in that countrj' 
will inevitably fall sharply. This will enable foreigners to buy goods 
cheaply in that country by paying for them in specie. On the other 
hand, the nationals of the country which has lost the specie will not 
be able buy so much abroad because foreign prices will be too 
high. Therefore expmrts will increase and imports will decrease. The 
net balance due for these greater exports will be met by an inflotv 
of specie until the transfer of metallic money reduces prices abroad 
and raises them at home to the levels at which in and out payments will 
once again be in equilibrium. 

This states the barest elements of the price specie-flow analysis by 
which Hume for the first time demonstrated tlte working of a self- 
regulating mechanism for the balancing of payments between national 
economies. It proved that, if not interfered with by government regu- 
lation, the competitive operations of traders would keep commodity 
prices in equilibrium and would automatically distribute the avail- 
able supplies of precious metals in accordance with the needs of trade. 
It is important to note that Hume’s argument applies within a coun- 
try as well as between countries. If left alone the money supply will 
flow where the needs of trade determine, so that commodity prices 
will be evened out. 

The simple statement abbve omits many elements in the balancing 
of payments. Of some of these Hume was aware, and later economists 
have elaborated them. It is necessary to consider not only the effects 
of a loss of specie upon the price level of a country which imports more 
than it exports, but also the effects which result from the loss of in- 
come to producers in that country. The uneven incidence of both 
effects upon different classes in the community cannot be ignored. 
Moreover, account must be^taken of other elements in the balance of 
payments besides commodity trade and specie flows. Much more than 
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commodity trade must be considered, since invisible it^s. and es- 
pecially capita] movements both on short and on long term greatly 
complicate the actual balancing process. Chat procjessamus! be ana- 
lyzed as it operates when various kinds of money, not necessarily cir- 
culating at their bullion value, are used; when the use of paper 
money and of bank credit is greater than the use of actual coin; and 
finally when exchange rates fluctuate or are held at parities not de: 
termined by the ratio of the bullion values of national monies. All 
of these complications became of increasing importance as the organi- 
zation of international trade took unprecedented leaps in the nine- 
teenth century. Analysis of them is still founded upon Hume’s ex- 
position of the simplest case. 

The importance of Hume’s explanation of the balancing of pay- 
ments between national economies extended far beyond a rc*futation 
of mercantilist ideas concerning the importance of treasure. What 
Hume did was of supreme importance for the future because he pro- 
vided what appeared to be convincing proof that the free extension 
of international trade was possible without involving ruin to the 
national economy by deflating it of its money supply and creating 
uncontrollable dislocations of employment. Within national bound- 
aries, in England particularly, considerable progress had been made 
toward reliance on a free market economy, unhampered by local or 
national regulation. The price specie-flow theory demonstrated that 
this kind of economy need not be hampered by concern for the balance 
of external payments. Coming just on the eve of that great burst of 
industrial invention which we now call the Industrial Revolution, 
Hume’s theory of a self-regulating mechanism for the balancing of 
international payments enabled industrialisu to demand freedom 
for their increasing volume of manufactured exports and for the 
equilibrating imports of raw materials. 

THE LIMITS OF LAISSEZ FAIRE 

'The year 1776 was as memorable a year in the annals of thought 
as of action. Besides the Declaration of Independence, it was marked 
by the publication of Adam Smith’s A 9 Inquiry into the Nature and 
Causes of the Wealth of Nations, by Edward Gibbon’s History of the 
Decline and Fall of the Roman Empire, by Jeremy Bentham’s first 
work, the Fragntent on Government, anthby John Cartwright’s 7 'ahe 
Vour Choice, the first step in his figlit for annual parliaments and uni- 
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versal sqfFrjige. The importance of these literary formulations of ex* 
plosive ideas was not evident at the time, but they were to shape the 
political, legal, aijd economic development of the nineteenth century. 
The coincidence of these events was, of course, not fortuitous. The 
time was ripe for political change. Indeed it is ‘probable that such 
change might have come even more rapidly if the excesses of the 
French Revolution had not frightened timid people.® 

It is an interesting fact that the major interest and effect of Adam 
Smith’s work was in the realm of political action, rather than in the 
development of economic ideas. Though his name is the best known 
of all writers on economic subjects, later generations of economists 
have built their theoretical systems and even the theory of interna- 
tional trade primarily upon the work of David Ricardo, who in turn 
drew largely upon Smith’s predecessor, David Hume. It is, indeed, 
possible to pick out from earlier writers all the important ideas which 
Adam Smith used, and at the same time to demonstrate that Ricardo 
gave a logical precision to those ideas which is not to be found in 
The Wealth of Nations, Walter Bagehot, in his Economic Studies, 
refers to the way in which Adam Smith ‘'describes at length, and in 
an interesting way, what we should now call non-economical phe- 
nomena; and, therefore, he is more intelligible than modern econo- 
mists, and seems to be more practical.” ° 

Bagehot, however, then goes on to assert that in fact the later econo- 
mists, and especially Ricardo, w^ere really more practical because they 
omitted all but strictly economic considerations and took “the most 
business-like step towards real practice — that of dealing with things 
one at a time.” This assertion raises a difficult question. By basing 
his theory upon assumptions which excluded complicating social 
factors, Ricardo and his followers gave point and precision to the 
analysis of conduct governed solely by individual desire for gain in a 
society where no check is imposed upon such desire. This analysis was 

8 Cf. Elie Halevy, The Growth of Philosophic Radicalism, Ix>ndan, Falser 9 c Faber, Ltd., 
1938, p. 106: “The great historical fact, of which Adam Smith's doctrine is the theoretical 
equivalent, is the American Revolution. This, in a sense by force, convened the English 
public to the new doctrine of commercial liberalism, and showed the possibility of estab- 
lishing commercial %osmopolitanisni in^ihe near future. The idea of free-trade spread first 
among isolated reformers, then among the most enlightened part of the public, then 
among an ever-increasing section of the population, whose immediate interests were 
suffering from a prolongetl war." Cf, also John Rae, Ltfe of Adam Smith, London, 1895, 
pp. * 9 *- 9 s. • • 

8 Walter Bagehot, Economic Studies, London. 1880. 
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a valuable exercise, yielding much insight into the workii^ of a pure 
economic system, but it omitted aspects even of economic conduct that 
are vital to an understanding of society ak a whole. 

> Adam Smith was not a scientific economist in this sense. Rather he 
was a social philosopher. Because of the range of his illustrations and 
of the many qualifications to his main thesis, widely differing schools 
of thought later claimed his authority. Such claims are nearly all 
unfounded and unjustified. The very essence of Adam Smith’s work 
was its application to the problems of his own day. His great influence 
in his own time, and upon later generations, derives primarily from 
his sagacity and judgment of practical affairs rather than from any 
abstruse or involved reasoning. Because of his priority and eminence, 
and since his experience throws a flood of light upon the nature of 
economic studies, it is worth while to recall the main facts of his life 
and work. 

He was born in 1 723 and received a sound Scottish education. After 
passing under the influence of the philosopher Francis Hutcheson at 
Glasgow, he spent seven years at Oxford mainly concerned with his 
own reading and by his own account gaining little or nothing from 
the university teaching. When he returned to Edinburgh his first am- 
bition apparently was in the field of literature. He offered, at the 
invitation of Lord Karnes, a course of lectures on what we should now 
call political economy, and these lectures contained the main prin- 
ciples which he afterward elaborated in the Wealth of Nations. There 
was a great ferment of scientific activity in Edinburgh at this time, 
and Smith absorbed the current ideas as he had earlier absorbed 
Hutcheson's teaching of natural liberty. In 1750 at the age of 27, he 
was appointed Professor of l.ogic at Glasgow, and two years later 
transferred to the Chair of Moral Philosophy which he held till 1764. 
His first book. The Theory of Moral Sentiments, which appeared in 
1759, must have occupied much of his time during these years, but he 
was actively interested also in current economic discussions. Hume 
consulted him on his publications, and he was a regular participant 
both in Glasgow and in Edinburgh in dinner discussions of business 
and academic groups. , , 

In 1761 he made his first visit to London, where he met the notable' 
intellectuals of the time. In 1 764 he became tutor to the young Duke of 
Buccleuch, a po 9 t that was not only well paid, but carried a life pen- 
sion. Frdm 1764 to 1766, he was in France with his pupil first at 
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Toulouse yhere he began to write Vhe Wealth of Nations, and then 
for several months in Paris where he became familiar wiih the most 
stimulating inteyectual circles in Europe, and particularly with the 
Physiocrats. A first draft of The Wealth of Nations was apparently . 
completed in 1 770 after his return to Scotland whdre he was appointed 
a Commissioner of Customs. 

He worked on the book for anotlier six years. For three of these years 
he was in London, a man of considerable fame with access to the most 
distinguished intellectual and political society of England, having/ 
been elected a Fellow of the Royal Society in 1767. There is much! 
evidence that he drew heavily upon these opportunities for consulta-^ 
tion and criticism. Benjamin Franklin was among his acquaintances, 
and it has been claimed that this goes far to account for the authenticity 
of the ftiany references to colonial conditions which are scattered 
through The Wealth of Nations. Later research, however, indicates 
that the acquaintance may not have been quite as close as biographers 
of Adam Smith and of Franklin have sometimes claimed. Colonial 
questions were topical in the 1770’s and Adam Smith could have 
learned from many other sources than Franklin. 

It is no detraction from the originality and achievement of Adam 
Smith to lay stress upon his debt to others. His fame is secure, both 
because of the ammunition he furnished to economic reformers, and 
because he was the first to set out a systematic and consistent explana- 
tion of economic behavior. This he did by applying to economic ques- 
tions the theory of natural liberty already worked out by political 
philosophers and theologians. The animus of The Wealth of Nations 
is an attack upon specific cases of exploitation and interferences with 
the free and beneficient working of a system of natural liberty. In 
particular it is an attack upon mercantilist restrictions on trade. With- 
out the elaboration of this attack, made realistic by his abundant 
references to practical deuil, the book would not have been the in- 
fluential work it is. 

Indeed one may go further and doubt whether Adam Smith was as 
thorough a believer in laissez faire as his followers and popularizers 
came to be. H^had intended |p complete his lifework by a volume on 
the functidhs of government. It is probable that notes for this volume 
or even a draft of it were among the sixteen volumes of manuscript 
which, at his insistence, were destroyed a week befoke he died. How- 
ever, there is enough evidence to indicate that if such a volume had 
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been written, it might not have supported tlie extreme case for laissez 
faiYe even ih his own time, while its argument would have been pri- 
marily in pragmatic rather than absolute terms. » '* 

In stating th? case for laissez faire Adam Smith took account of ad- 
ministrative procedures, which in his day had reached a very low point 
of efficiency. In his pragmatic view no weakness of laissez faife could 
be worse than the specific abuses of the government controls and 
monopoly practices at which his attack was directed. He was ready 
to concede that where government was efficient it could perform use- 
ful economic functions. Moreover, as Professor Viner has indicated, 
there are passages even in T he Wealth of Nations, upon which it would 
be possible to make an argument for state intervention to ensure de- 
fense, to control investment through the usury laws, to use taxation 
as a means of social reform, to ensure economic justice, and to pro- 
mote public works, public health, education, and even commercial 
enterprises if they do not entail a burden upon the public finances. 

It would of course be absurd to push this argument too far. We can 
only surmise what Adam Smith might have written in his projected 
volume on the functions of government, and the main drift of The 
Wealth of Nations is clearly an attack upon government intervention. 
This section has been written to emphasize two main points. First, 
.\dam Smith’s writing tvas positive. If we are to interpret correctly 
his great contribution to the formulation of economic theory, we 
must remember that it was an attack upon specific evils of his day, 
not a defense of economic anarchy in later and vastly different cir- 
cumstances.’® 

Secondly, it begins to be clear that his pragmatic and sagacious 

10 Arnold Toynbee, Lectures on the Industrial Revolution of the iSth Century in 
England, London, 1884, pp. 13-14: “Whether he writes as a pamphleteer or a historian; 
whether he is pursuing a grave investigation into the influence of political institutions 
on economic progress, or dogging tedious and confused advocates of the mercantile 
system through all the weary windings of their arguments; whether he is engaged in 
learned research, fierce denunciation, dubious refutation, every page of Adam Smith’s 
writings is illumined by one great passion, the passion for freedom. . . . All around 
were the signs of an obsolete system of restriction, cramping and choking political and 
industrial life. . . . Whilst Turgot, the governor of a province, was labouring day and 
night to improve the conditions of down-trodden peasants, Adam Smith, the profiaisor, 
was shielding from the effects of obsolete privileges the greatest mealfanical genius of 
the age. Nothing can l>e more interesting than that story of James Watt, refused per- 
mission to practise his trade by the corporation of hammermen, but admitted by the 
professor within the walls of the University of Glasgow, and allowed there to set up 
his workshop. Thus ifi Glasgow . . . and in Limousjii ... the same lesson was being 
forced into men’s mi»ds — the need of ltbert>; and at the same time great mechanical 
inventions were preparing the way for a new age.** 
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ivisdom reved in 90 small measure 'precisely upon his attention to 
those non-economical phenomena to which Bagehot made deprecatory 
reference. In Bag^hot’s words, since he considered “the natural prog- 
ress of opulence as an item in greater studies, as ot the natural 
growth of human civilization, Adam Smith always thought how it 
had been affected by human nature, taken as a whole.” He knew that 
Factors other than selfish acquisitive motives were^ influential even on 
economic behavior. Because he knew this, he did not limit too nar- 
rowly the premises upon which his reasoning was based, and he | 
:hecked that reasoning by frequently appealing to concrete instances. 
Thus he was saved from the false generalizations to which more 
rigorous logicians were later led by the unguarded inadequacy of 
their assumptions. 

THE CHALLENGE OF REVOLUTION 

The last quarter of the eighteenth century began with the American 
Revolution. The full political import of this event was not recognized 
quickly, and it was not till a few years later when the French Revolu- 
tion passed into a reign of terror that the decay of the old political 
Drder became evident. Between these political revolutions, an eco- 
nomic incident of far-reaching significance passed almost unnoticed. 
In 1785 the firm of Boulton and Watt installed a steam engine to 
power a cotton mill. This was the year when Arkwright’s patents on 
his textile inventions expired and the new spinning processes became 
Freely available to the textile industries. Mechanical methods of pro- 
duction powered by steam called forth the factory system which was 
to set a new pattern of urban life. The rapidity with which manufac- 
turing towns were to develop could hardly be foreseen, but in retro- 
spect this economic incident appears as no less revolutionary than the 
opening shots at Lexington or the storming of the Bastille. By the 
md of the century, therefore, the political and economic forces which 
ivere to shape modern life were already discernible. 

Among the ruling classes, it was a period of great complacency, 
uid serious thought on the consequences of these events hardly petie^ 
trated. Samuet%Johnson was the arbiter of literary London. Tattered 
copies of Tom Paine’s pamphlets might circulate among the almost 
^ually tattered revolutionary armies. But if his ideas ever penetrated 
to the best circles they could be dismissed with a r&tund aphorism. 
John Wesley knew that “you cannot be too superficial in addressing a 
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polite audience,” and his remark measures the intellectivtl standards 
of the English upper classes in his time. The universities and with 
them the church and Parliament had siink very loi^. Politics, not yet 
quite set in cpnstitutional practice nor organized along party lines, 
was largely a stru^le between those who looked for preferment to 
the king and those who pinned their hopes on his heir. The Crown 
competed with other interests in the purchase of boroughs. Appoint- 
ments were made for good or ill mainly by nepotism and patronage. 
Adam Smith, for example, owed his well-paid post as Commissioner of 
Customs in Scotland to Lord North, whose budgets to finance the 
war against the American colonies had drawn upon The Wealth of 
Nations for new tax ideas. Local administration was in the hands of 
the country landowners and clergy, whom Henry Fielding caricatured 
so savagely in his novels. 

Even so Englishmen took pride in their Constitution, in the well- 
being and independence of their people, and in the freedom of their 
institutions. They looked across the Channel to the elegance of Ver- 
sailles and the misery upon which its splendid extravagance rested, 
and to less elegant centers of absolutism beyond. They felt that 
foreigners like Montesquieu had been no more than just in holding 
British institutions up to admiration. Despite independence, there 
was a good deal of this feeling in the United States also. The Constitu- 
tion was written by substantial men who drew heavily upon the 
philosophy of the English Revolution of 1688. Tom Paine and Sam 
Adams had no part in its drafting. 

The industrial changes which clustered about the introduction of 
the factory system were slower in their development and less dramatic 
than the political revolutions. But they were even more revolutionary 
in their ultimate effect upon the daily lives of common people all 
over the world. The Industrial Revolution, as we now call these 
changes, is not easy to define or describe, or even to date. It is not easy 
to diagnose its origins, its main forces, or its social consequences. 
Eminent authority can be quoted today for the view that it was pri- 
marily the result of a series of mechanical inventions, culminating 
in James Watt’s steam engine, or o| canal and rq^d constructidn 
widening market areas, or of credit expansion, or of a liberation of 
commercial enterprise exploiting cheap labor pauperized by the mal- 
administration V)f the Poor Law. One sahool of economic historians 
emphasizes the Wial dislocation, poverty, and human degradation of 
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the new manufacturing towns. Another school emphasizes the in- 
creased productivity and higher wages of the workpeople In the nc^v 
industries. ♦ , 

Those who lived through this period seem to havp had as little 
recognition of the revolutionary import of the new industrial methods 
as even professional observers have had in our time of the dramatic 
acceleration of organized research in the experimey tal sciences. Adam 
Smith knew James Watt and helped to provide him with facilities 
for his experiments in the University of Glasgow, but The Wealth of 
Nations does not anticipate the momentous consequences of steam 
power. Indeed instances could be multiplied to show that the extent 
and the pace of economic and social change caught even the shrewdest 
observers off guard. They were unable to comprehend the revolu- 
tionary nature of the changes whose beginnings they were witnessing. 
No one should be surprised at this. Prophecy can never be precise, 
except in the short run, and those who know most of current happen- 
ings are inevitably bound by their knowledge. 

It has recently been argued that the apparent facts on which the 
principles of the classical economists — Malthus, Ricardo, and James 
Mill — were grounded “reflected merely paradoxical tendencies pre- 
vailing during a sharply defined period of transition.” This argument 
echoes the protests made throughout the nineteenth century, not so 
much against the logic of the classical economists as against the ap- 
plications made of their logic to practical affairs. It is a protest against 
the concept of the “economic man” and the neglect of those aspects 
of civic association that are not implied in the division of labor — 
against the “smashing up of social structures in order to extract the 
element of labor from them.” 

How did it happen that a group of mildly reformist individuals 
as the classical economists were, all of them “left of center” in their 

K. Polanyi, The Great Transformation, New York, 1944. p. 1U4 und p. i()4. Cf. also 
Arnold Toynbee, op. cit., p. *3; “The conception of men, not as members of families, 
associations and nations, but as isolated individuals connected only by pecuniary inter- 
ests, is essentially the conception of them which pervaded economic science. And not 
only was this conception the peculiar characteristic of Political Economy as a theoretical 
schencC'ibut it deteijnined its whole baring as a practical science . . . the fatal con- 
fusion between laws and precepts which made Political Economy appear as the gospel 
of self-interest . . . did. without doubt practically assert that pecuniary interest was a 
sufficient bond between men. ... No wonder, then, that against the economists were 
arrayed philosophers, moralisu, even statesmen. All these saw in the doctrine of indi- 
vidualism a solvent of domestic polfitical and national union — a ]|reat disintegrating 
€temenf of social life/’ 
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per^nal opinions, came to be regarded as prophets of a^ soulless, re- 
actionary,'^ntisocial creed? Jeremy Bentham, who devoted his life and 
fortune to the search for practical means ^f achj^viag the greatest 
happiness of the greatest number, came at last to acceptance of po- 
litical democracy as the means of achieving it. James Mill, a young 
Scot trained for the ministry, lived a laborious life as a London 
journalist, tilting against every aspect of reactionary legislation and 
very active in progressive educational movements. Francis Place 
began his public career as a strike organizer, and after he had himself 
become an employer worked for every reform cause. David Ricardo, 
the most abstract of all the theorists, was a generous personality and 
was associated with Joseph Hume in the successful campaign for 
removal of the iniquitous Combination Acts that rendered the 
organizers of trade unions liable to prosecution for conspifacy. The 
Reverend Thomas Robert Malthus wrote his Essay on Population, 
one of the basic pillars of the classical system, in protest against the 
illusions of William Godwin, the radical philosopher whose public 
views seemed to his contemporaries no less unscrupulous than his 
private extravagance. Malthus himself never accepted the deductions 
which Ricardo drew from his essay. Obviously such men as these, 
high-minded, conscientious, and able, did not set out to become the 
high priests of a grinding, conscienceless, materialistic social order. 

They wrote in an era of transition. Their attack was on the privilege 
and exploiution of the social order which was crumbling into decay. 
They were optimistic enough, to believe that the new order would not 
have need of social restraints against the strong and of protection for 
the weak. At least they did not pay much attention to the possibility 
that such needs would arise. Moreover they were in the grip of current 
events and doctrines more than they realized. It is as unfair to blame 
them for accepting the poverty and degradation they saw around them 
and for relying upon the individual’s own efforts to avoid these evils, 
as it would be to blame John Wesley for stressing individual salva- 
tion, with its concomitant of resignation in this life and reward here- 
after. It is not necessary to accept such attitudes as valid, even for their 
own times and still less for ours, but they can be understood.* 

The bridging of the gap between the empirical, and not always con- 
sistent, social philosophy of Adam Smith and the more rigid assump- 
tioi^s from whi£h the precise analyses of the classical economists were 
deduced, has 6een described by Halevy almost as a kind of self- 
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hypnotism.^** In his ^view the economists set themselves to disguise 
naturalism (a view of the world and of man's relation to itf in which 
only the operacion/Df natural, as opposed to supernatural or spiritual, 
laws and forces is admitted or assumed) as rationalism (a system based 
solely on reasoning). This is another way of saying that the assump- 
tions on which their reasoning was built were derived from the 
natural laws which seemed to them to be operative in their own time. 
Hence such deductions as Malthus' principle that population would 
always tend to increase up to the limits of subsistence. 

A case can be made for believing that this “principle of population” 
was, indeed, the foundation upon which the whole structure of classi- 
cal economics was erected. Malthus himself formulated the law of 
rent. As a logical consequence of increasing pressure of population 
upon limfted natural resources, inferior land would be brought into 
cultivation and diminishing returns would be received from succes- 
sive applications of labor and capital to all land. Hence there would 
be a differential return, leading to an increased value of the best or 
the most favorably situated land, and this return or rent would be the 
ultimate repository of increased productivity.^® 

Upon these foundations Ricardo was egged on by James Mill to 
work out his theories of the distribution of wealth. His Principles of 
Political Economy and Taxation, in 1817, was the first general 
economic treatise to be published in England since The Wealth of 
Nations.^* Its style is dry, its reasoning is abstract, and its illustrations 

EHe Halevy, op. cit., pp. 105-6. 

1* Cf. Elic Halcvy, A History of the English People in 181^ (Penguin cd.), London, Ernest 
Benn, Ltd., 1958, Vol. 5, p. 205: **Little by little he had reached an original theory of rent 
which he regarded as the direct consequence of the Principle which he had formulated in 
1798. . . . When the restoration of peace was followed by an agricultural crisis, a Parlia- 
mentary Commission was appointed to investigate its causes. A large proportion of the wit- 
nesses before this Commission maintained, almost unconsciously, the theory of Malthus. 
Buchanan, in his edition of the Wealth of Nations published |n 1814, and the economist 
West in an essay published in 1815. maintained theories closely akin to the theories of 
Malthus. Malthus decided that, if he were not to lose his property in the theory, he 
must no longer delay its publication. He therefore published [1815] his essay on the 
Nature and Progress of Rent. 

^'This was the signal for Ricardo to intervene ... he accepted the two laws which 
M^Ulttt^a/l formulated and of which the latter depended on the former, his law 
of population and law of rent. But kie rejected the protectionist consequences which 
Malthus deduced from his laws in his essay of 1815. And to prove his own doctrine of 
Free Trade he built upon both an original system of laws regulating the distribution 
of wealth.’* 

u Jean Baptiste Say published a systematic treatise. Traits d'Ecamomie Politique , at 
Paris in 1802, and its logical arrangement went far to set the pattern of subs^uent 
treatises. Its English translator, in 1821, referred to the work in England of ’^Malthus 
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are hypothetical. As Ricardo’s contemporary, hin^self a famous econo- 
mist and lone of the main authors of the reform of the Poor Latvs, 
Nassau Senior was later to assert: “Politidal £cono|ny is not greedy of 
facts; it is independent of facts.” The assumptions of Ricardo’s logic 
are not clearly stated, but the conclusions are set out dogmatically, as 
if they applied not only to Ricardo’s England, as indeed he believed 
they' did, but wer^ universally true. Industriously plugged by James 
Mill and his associates in London, and by J. R. McCulloch, the 
Scottish journalist in Edinburgh, the publication rapidly gained an 
almost scriptural authority among those who were out to destroy the 
chief remaining barriers to manufacturing expansion — ^relief of the 
laboring poor, regulation of the labor market, and protection to 
shipping and agriculture. 

Ricardo’s earlier essays had been in fields where his assumptions 
were closer to reality. The generalizing of his arguments, particularly 
in regard to income distribution, developed into what Ferdinand 
Lassalle, the French socialist and precursor of Karl Marx, later called 
“the iron law of wages” and the tendency of the rate of profits to 
diminish. In this view, the unfortunate plight of the laborer was held 
to be the working out of inescapable natural law and the creative 
capitalist became a public benefactor, while the privileged landlord 
secured the ultimate profit of improved production. In the technical 
analysis of specific aspects of this general scheme and notably in regard 
to the working of the monetary system at the time, Ricardo’s acute 
mind and wealth of practical experience enabled him to make valu- 
able contributions to economic thought. It was the general economic 
philosophy derived from his writings that won him recognition.^® 

on Population; Young, Torrens, and numberless others on Agriculture; Thornton on 
Credit; Ricardo on Money; Blake on Exchanges; Cobbett on Fluctuation of Price; Ham- 
ilton on National Debt; Brougham on Colonial Policy,” and to Ricardo's Principles 
which he described as ‘‘limited in range, involved in the style and defective in the ar- 
rangement.” Say's work is therefore presented as containing "the best and most methodi- 
cal view of the general theory of wealth that has yet appeared." 

IB Cf. J. R. McCulloch, The Works of David Ricardo, London, 1846 (new edition, 1888). 
pp. XXV and xxvii: "The establishment of general principles being Mr. Ricardo's great 
object, he has paid comparatively little attention to their practical application, and 
sometimes, indeed, he has in great measure overlooked the circumstan ce by wh i c h 
they are occasionally countervailed . . . The chinge that has taket^ place in the public 
opinion respecting the financial and commercial policy of the country, since the period 
when Mr. Ricardo obtained a seat in the House of Commons, is as complete as it is 
gratifying. Not onK are the most enlarged principles advocated by all the leading 
members of both Houses; not only are they now^ ready to admit that the exclusive 
system is founded dn vicious principles; but they are about to make these doctrines a 
part of the law of the land, and to give them the sanction of parliamentary authority." 
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Appalled fby the ^prevailing social distress* the paternalistic and 
sentimental Tories clung to such remnants of the Elizabethan state 
controls as had«suiyived, and particularly to the system of poor relief 
which in 1795 had become a vast system of indiscriminate wage sub- 
sidies. The political economists would have none of this, and much of 
the invective leveled against them came from the harsh surgery they 
proposed and ultimately carried through in an effort to restore in- 
dependence and self-respect to the laborer by throwing him upon his 
own resources. It was necessary to cut away the remnants of an out- 
worn system of labor regulation which had degenerated into an 
appalling instrument of pauperization. It was also necessary to cut 
away the privileges of the landowners, and especially the burdensome 
import duty on wheat. There were many other survivals of the old 
mercantile system that had outlived any usefulness they may ever 
have had only to become obstructions to new enterprise and shelters 
for privilege, inefficiency, and unearned income. 

Gradually the mass of the more informed workers swung away 
from paternalism and accepted the doctrines of self-reliant and self- 
respecting freedom. The intellectuals led the way. William Wilber- 
force, agitating for reforms such as the abolition of the slave trade, 
was surprised to find that his most potent allies were the philosophic 
radicals. Francis Place brought contacts with those workers and 
radicals who were active in promoting electoral reform. The philo- 
sophic radicals on their part accepted the logic of political democracy. 
Before the first quarter of the nineteenth century had ended, a 
formidable mass movement was in the making, aiming at parliamen- 
tary reform, popular education, abolition of the Poor Laws, repeal of 
the Navigation Acts, and ultimately also of the Corn Laws, Though 
criticism of the harshness of economic doctrine was not stilled, laissez 
faire became the creed of all but a minority of reformers. 

It is true that Robert Owen laid the foundations of modern socialist 
thought and that after him a group of obscure writers were to provide 
ammunition for Karl Marx. The Swiss ecpnomist de Sismondi visited 
E ngland in i8i8 and was shocked both by the anarchy of economic 
conSmons and by the optimistk advocacy of anarchic economic prin- 
ciples. But these were voices crying in the wilderness. James Mill 
and Francis Place in London and J. R. McCulloch in Edinburgh had 
constituted themselves a lobby and propaganda agen^ to spread the 
gospel according to Ricardo. Such was their energy and skill that, 
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when the great surge of expanding trade carried England io commer- 
cial and industrial supremacy, it had become heretical to challenge 
Ricardo’s authority. 

Yet this teaching rested upon a curious mixture ot pessimistic resig- 
nation to the supposed facts of nature and of optimistic belief that in 
the long run nature, if left alone, would do better than governments 
could do by interfering with her processes. The Ricardians, however, 
were keenly interested in education. Men, they held, should be 
equipped with knowledge (especially it must be said of the current 
political economy) so that they might know their interest in a com- 
petitive society. Hence the interest of James Mill and Jeremy Bentham 
in school and university reform, and of Francis Place in popular edu- 
cation. Place, and'in his youth John Stuart Mill, included a knowl- 
edge of contraception in this educational process, but uAtil very 
recent days such knowledge continued to be almost universally re- 
garded as impious and antisocial. 

Education, however, proved too frail and slow-growing a reed for 
the working people to cling to in the catastrophic changes of the In- 
dustrial Revolution. Laissez faire, whether based upon the harmony 
of egoisms ordained by an all-wise providence or, after Darwin, upon 
belief in the survival of the fittest, became a destructive creed. Propa- 
gated as an instrument to clear away the debris of an outworn system 
of state regulation, it was used to obstruct the erection of needed 
safety devices in the new mechanical age. Not only displaced farm 
laborers and craft workers in England, but peasants in India, and 
wherever the industrial system spread, were ground through its “dark, 
Satanic mills.” What came out in the long run was an immense increase 
of production, unevenly distributed, but adequate to provide better 
living standards for much larger numbers. In the process, however, 
great misery was inflicted on individuals and groups. England was the 
center and testing ground of this development, but its effects spread 
over the whole trading world. 




PART II 


THE NINETEENTH CENTURY 


“The London discount market where the whole world was both 

* 

borrower and lender was the crux of the one-centered, pre-war 
world credit system. This market was from the world point of 
view an international credit mechanism under expert British 
control. . . . The way in which normal pre-war London was 
geared to the economic activity of the world was admirably epit- 
omized by B. M. Anderson, Jr., three years ago: 

“ ‘More commodities were dealt in in London than in any 
other single center. There was a great community of expert 
students of commodities, of recognized integrity, whose grad- 
ing of commodities was accepted throughout the world. There 
was an admirable warehouse system. There was a great body of 
expert speculative buyers, who knew their outlets, and who 
were prepared to buy, at a concession in price, almost any com- 
modity, on very short notice. The merchants of the world 
trusted this machinery, and the British banks could safely trust 
it. They could make loans which were truly liquid loans, against 
virtually any commodity. The London stock market also was 
a wide and dependable stock market, which readily made mar- 
ketable a greater range of securities than would be marketable 
in any other center and which consequently made good collat- 
eral out of securities which could not serve as collateral, safely, 
in other hnancial centers. The foreign exchange of every coun- 
try in the world was freely dealt ii^in London, an^couWncbti-- 
sequently be made the basis of bank credit. What came to 
London became liquid, and everything came to London.' '* 

® • 

JiVilliam Adatnf Brown, Jr., The International Gol^ Standard 
Reinterpreted, New York, 1940, Vol. I, p. xvii. 




C H A t> T E R VI 


LAISSEZ FAIRE: PRACTICE 
AND THEORY 


THE NEGATIVE VIRTUES OF LAISSEZ FAIRE 

To UNDERSTAND the tremendous expansion of international trade 
during the nineteenth century, the controversies over commercial 
policy to which that expansion gave rise, and the theories of inter- 
national trade tvhich emerged from those controversies, it is neces- 
sary first to trace the outlines of the industrial system that was develop- 
ing as the nineteenth century opened. The use of steam power was 
just being mastered. Soon it would be applied to transport both on 
sea and on land. Metallurgy had reached the point where the new 
)X)wer could be harnessed. Textile machines had been invented which 
were to open the way to new methods of factory production. 

The out-thrust of these industrial changes was felt in every land 
where the industrializing nations of western Europe sought raw ma- 
terials to supply the developing factories, and food to feed the growing 
populations of their factory towns. The impact of factory exports* was 
almost as immediate and even more widespread. The handicrafts of 
India crumbled under the competition of cheap machine-made cottons 
and metalwares. As momentum was gatVered, trade grejv bfTfapsafut 
Ixiunds. The steam locomotive opened up vast inland areas, the 
cultivation of which transformed tlie world’s food supplies. The tramp 
steamer ploughed its way into remote pons and brought not only the 
newly colonized *lands but also the ancient civilizations of Asia into 

•35 
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the network of woi;ld trade that was centered on London. The whole 
world was linked in a series of intersecting markets. 

The drearaT developed of a great republic of world commerce, in 
which national boundaries would cease to have any great economic 
importance and the web of trade would bind all the peoples of the 
world in the prosperity of peace. The optimistic idealism which was 
characteristic of the bustling commercial prosperity of the mid- 
nineteenth century took its furthest leap in respect of international 
trade. Peace was the ultimate utopia toward which progress and 
prosperity were to lead the free peoples of the world. Tennyson, in 
Locksley Hall, wrote his lines about aerial commerce and airy 
navies raining a ghastly dew, as preliminary to the organization of 
j>eace and universal law created by “the common sense of most.*’ 

The social philosophy of laissez faire was derived from the some- 
what naive optimism discussed in the preceding chapter as the back- 
ground of classical economic theory. Self-interest pursued in a com- 
petitive society, it was believed, would achieve the greatest good for 
the greatest number, internationally as well as nationally. The In- 
dian or the Chinese peasant, equally with the new factory workers, 
would gain in the long run by being drawn into, this beneficent circle 
of exchange. He might be living in what Bagehot called a “pre-eco- 
nomic age,*’ and the process of shifting from such an age to modernity 
might involve some passing discomfort but the gains of economic 
maturity could be speeded by resort to the kindly, practical aid of the 
money market. As Bagehot remarked: “We press upon half-finished 
and half-civilized communities incalculable sums; we are to them 
what the London money-lenders are to students at Oxford and Cam- 
bridge.** 

The notion of world-wide competitive specialization leading to 
mutual prosperity and a common interest in peace was a noble and 
plausible dream, grounded in reality. For a brief period in the third 
quarter of the century it caught the imagination of enlightened leaders 
of public opinion in every country. The costs of transition, however, 
ca pe too high. The advocates of laissez faire in the early nineteenth 
century were successful in theCr attack upon outworn and cumbrous 
forms of social regulation that were impeding the use of new technical 
processes. They were able to sweep away much of the old system by 
which government had endeavored to regulate wagps, employment, 
and prices, but they put nothing in its place, and the workers in India 
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as in Lancashire proved unable to safeguard their interest^ in the new 
competitive struggle. English political history in the nineteenth cen- 
tury was largely concerned with the cre^on of new safeguards for 
the economically weak, beginning with the first Factory Act in 1819. 
By the end of that cfentury, the dream was fading. Men began to doubt 
the ultimate achievement of peace through prosperity, and the twen- 
tieth century has IWed through the death agonies of the laissez-faire 
system. 

The virtues and achievements of the age of laissez faire should not, 
however, be forgotten. The nineteenth-century faith in free com- 
petition may have been utopian, but it was lusty and long-lived, and 
in many respects productive of immense social gains. It gave scope to 
invention and enterprise that transformed methods of production, 
trade, and transport, and this transformation is still in prot^ess. The 
use of new techniques gave subsistence at higher levels of well-being 
to a world population that more than doubled in the interval. Under 
its impact the Americas gained independence and strength and the 
British Dominions gained independence in an associative common- 
wealth. Representative government, popular education and trade 
unionism were among the by-products of this age. The common man, 
wherever industrialism spread, gained more in material welfare and 
ultimately in social status and political power than in any previous 
century. 

As the eighteenth century drew to its close, a great industrial trans- 
formation was changing the aspect of the English countryside, particu- 
larly in the northern counties. Wordsworth’s solitary wanderer took 
a poetic view of this transformation. He noted the disappearance of 

The foot-path faintly marked, the horse-track wild. 

And formidable length of plashy lane. 

These, under the vigorous engineering of Telford and Macadam, were 
giving way to “stately roads.” Canals also were being built, and the 
poet notes the ceaseless traffic gliding “along the low and woody dale, 
or on the naked mountain’s lofty side.” 

But what really caught his imagination was the r^^id^^owth of 
the new industrial towns. 


Mean\^hile, at social industry’s coynmand. 

How q*uick, how vast an increase! From the germ 
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Qf some goor hamlet, rapidly produced 
Here a huge town, continuous and compact. 

Hiding the face of earth for leagues — and there. 

Where not a habitation stood before. 

Abodes of men irregularly massed 

Like trees in forests — ^spread through spacious tracts 

O’er which the smoke of unremitting fires 

Hangs permanent, and plentiful as wreaths^ 

Of vapour glittering in the morning-sun.^ 

This is a pretty picture, and so is the description which follows of 
bustling ports crowded with shipping, '‘freighted from every climate 
of the world.” In the comfortable perspective of history, it is clear that 
poetic imagination laid hold of important aspects of the changing 
economic scene. 

After the price inflation of the Napoleonic war period had been 
worked off, there was a tremendous increase of productivity and the 
purchasing power of wages steadily increased. During most of the 
nineteenth century real standards of living rose greatly, though not 
evenly nor equitably. Especially in the latter part of the century, after 
railroads had begun to open up great inland food-producing areas, 
not a little of this improvement in living standards was due to the 
widening of consumer’s choice made possible by the vast increase in 
world trade. The price of food declined sharply and many important 
commodities became available to wider circles of consumers. Among 
these commodities were tea, coffee, cocoa, sugar, rice, tapioca, raisins, 
currants, oranges, and lemons, which had formerly been luxuries of 
the rich, but in the second half of the nineteenth century became con- 
ventional necessities to all classes. 

These were the ultimate gains from a long process of change and 
development. They were reaped not by those who suffered in the 
process but by those who inherited the gains from trade. The suffering 
was immediate in its impact, particularly upon the working classes. 
Social historians have laid stress upon the deterioration of working 
condition s — the tyranny of the factory whistle and the monotony of 
tSiE? nW Wachipe processes wliich made factory workers out of inde- 
pendent craftsmen. Hours were long enough and wages low enough 
in the new factories, but they were better than in the declining handi- 
craft and rural industries. To contemporary observers, the worst ef- 

1 William Wordsworth, The Excursion, Book VIII, 
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fects of the new industrial processes were the prolonged depay of what 
had been prosperous crafts, the abuse of child labor in some factories, 
and, worst of all, the deplorable working and housing conditions and 
lack of decent giving facilities in the factory towns. 

Whatever gains were made in the long run, there can be no doubt 
that the Industrial Revolution accelerated the break-up of the 
balanced and reaso^nably prosperous village economy, while for the 
working population in the factory towns life became more drab, less 
healthful, more insecure, and less self-respecting. Much of this de- 
terioration is directly traceable to the fact that the towns grew rapidly 
in a haphazard fashion. In the deplorably ineffective conditions of 
municipal government at the close of the eighteenth century, there 
was no authority capable of restraining the greed of speculators or of 
providing essential public services. Urban life became set in pattern 
from which it has not yet been possible to break completely free. 

The Industrial Revolution made its first, and perhaps its worst, im- 
pact upon living conditions in northern England. The story of its 
excesses has been revealed in the evidence given before successive royal 
commissions on factory legislation, as well as in the contemporary 
protests of social workers. Karl Marx drew heavily upon this material 
to support his analysis of capitalist development. Wherever urban 
industrialism has spread, the story has been repeated. 

The significance of these developments for an understanding of 
modem international questions lies in the fact that trade, by intro- 
ducing either the cheapened products of machine processes, or the 
processes themselves, dislocated employment and living conditions 
all over the world. When the new textile inventions became freely 
available to enterprising capiulists just as steam power was being 
successfully harnessed, a great new cotton industry developed, draw- 
ing its raw materials more and more from the United States and send- 
ing its cheap manufactures all over the world. There was a sharp 
reversal of the trade currents between England and Asia. Instead of 
drawing cotton cloths from the handicraft looms of the Orient, Eng- 
land loosed a flood of cheap cotton goods into Eastern markets. The 
impact of the textile inventions was closer home in jjie wWi’dn'llI- 
dustry. The handicraftsmen of the southern and western counties of 
England found it hard to meet the competition of the Yorkshire fac- 
tories and the Handloom weavers went through a long period of de- 
pression which ended in the virtual elimination of their craft. Such a 
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disturbanc<vof markets is, of course, inevitable with every advance in 
the methods of production and marketing, but the pace* of change 
caught, and still cjtches, most communities unprepared. The pace of 
change has constantly accelerated, and business enterprise has always 
moved faster than governments could cope with ib consequences. 

David Ricardo, confining himself to the purely economic aspects 
of the changes brought about by machinery, admitted that the earning 
power of the workers might be reduced. The wider social consequences 
of rapid industrial change must also be taken into account. Ricardo 
was a man of generous feeling and it is hard to believe that he would 
have remained unmoved by the conditions in which factory operatives 
lived and worked, or content to ignore them. He was typical of his 
time in taking poverty for granted. Economic writers since Aristotle 
had accefjted the subsistence theory of wages — that unskilled workers 
would never for long receive much more than was necessary to keep 
them alive and reproducing. The heart of Ricardo’s economic reason- 
ing is to be found in his Essay on the Influence of a Low Price of Corii 
on the Profits of Stock, published in 1815. In this essay he commits 
himself to the statement that “experience demonstrates that capital 
and population alternately take the lead, and wages in consequence 
are liberal or scanty.” If this assertion is granted, it follows that the 
essential conflict of interest which determines the division of the 
national income is between the landowner and the capitalist — and 
that nothing can be done about increasing the share of labor, except 
temporarily, since the population will always increase up to what he 
calls its “natural limit.” In the harsher language of many of his fol- 
lowers, the improvidence of the workers in thus multiplying their 
numbers was stated in terms very curiously akin to those sometimes 
used in our own time to describe the less wealthy sections of the popu- 
lation of our own or other countries. 

In order to understand this attitude, it is necessary to appreciate 
the effect produced upon the minds of thinking men by the sudden 
and alarming increase of the laboring population toward the end of 
t he e ighteenth century. The basic cause of this increase was the agri- 
cjffitbr m 1 iTr^d^iyion that had l|een developing gradually in England 
from the seventeenth century on. Improved methods of drainage, 
cultivation, fertilizing, and animal breeding had increased food sup- 
plies. More abundant and wied nutrition brought gfeater resistance 
to disease and there was a slow decline in the death rate, particularly 
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in the rate of infant mortality. Statistics are available frpm 1780 to 
measure tfris decline, but it must have been proceeding steadily for 
decades because population increased sub$&tltial])|^ throughout most 
of the seventeenth and eighteenth centuries. The increased numbers 
were welcomed as a source of national power. Agriculture was pros- 
perous and the handicrafts, particularly woolen spinning and weaving, 
shared in the prosjjerity. 

The [population increase was cumulative. Larger numbers in one 
generation gave birth to still larger numbers in the next. In the last 
quarter of the eighteenth century, new possibilities of reducing the 
death rate, particularly from epidemic diseases, began to be evident. 
The '"‘great sanitary awakening** did not produce its most marked 
effects until the latter half of the nineteenth century; but towns like 
l^ndon were bringing in fresh water from outlying streaAis quite 
early in the eighteenth century. Better nutrition, improved sanitation, 
and improved medical knowledge — ^as evidenced by Edward Jenner's 
publication, in 1798, of his experiments in vaccination for smallpox 
— seemed likely to reduce the death rate further and further. 

Meantime the handicrafts had been struck a mortal blow by the ap- 
plication of steam power to machines in the new factories. Just when 
the agricultural population had swelled to alarming proportions, the 
economic balance of the countryside in the south of England was dis- 
turbed by loss of the supplementary earnings from such crafts as spin- 
ning and weaving. To relieve the distress of the farm laborers and their 
families, the country justices who administered the Poor Law system 
began in 1782 to dole out payments in cash to indigent applicants, 
and to make such payments proportionate to the number of children 
in the family. There seems little doubt that this indiscriminate relief, 
given without any requirement to Work, contributed to the demorali- 
zation of the rural workers and to their more rapid increase in num- 
bers. 

Malthus published his Essay on Population in 1798 to draw atten- 
tion to the social problems thus being created. He based his argument 
on the fact that population was capable of increasing in a geometrical 
ratio, every increase producing a greater increase in jiwrtUicCeearhJ; 
generation, while food could be increased only in an arithmetical 
ratio, which diminished as poorer land had to be brought into culti- 
vation. A cumulative increase of numbers, would therefore press down 
the level of subsistence. Unless voluntary restraint was exercised, by 



142 


THE COMMERCE Cfr NATIONS 

the postponement of marriage and strict morality outside of marriage, 
the tendency of population to increase would inevitably lead to what 
Malthus describedfas the harsh natural checks imposed by war, pesti- 
lence, and famine. Malthus was a clergyman, whose njain objective 
was to press home the moral argument for voluntary restraint of num- 
bers; but the harsh teaching became accepted as economic doctrine. 
More and more it was used as an alibi, a convenient argument against 
higher wages or any other social reform. 

The classical economists ascribed responsibility for the despair and 
demoralization of the English laboring classes at the beginning of the 
nineteenth century primarily to the indiscriminate charity of the 
Poor Law system of cash payments for relief of the indigent laborers. 
There is no doubt that the granting of outdoor cash relief proportioned 
to the siz^ of families operated as a depressing influence on wage rates. 
It sappod the self-respect and independence of large masses both of 
the displaced agricultural laborers and of the skilled craftsmen who 
were thrown out of work by the new machine processes. As the num- 
ber of paupors on relief increased, their shiftlessness and apathy ap- 
peared to justify the belief that they were incapable of raising their 
material or moral standards. They came to constitute a diseased sec- 
tion of the body politic and drastic surgery became necessary. In 1834 
the advocates of reform carried through the Poor Law Reform Act 
which stopp>ed outdoor relief, created workhouses, and generally im- 
piosed both a moral stigma and harsh discipline up>on piaupers. The 
severity of this regime caused great suffering and led to strong pro- 
tests. It was defended as necessary to restore independence and self- 
respect to the workers. In the long run, a great increase of productivity 
carried all classes to higher living levels. But the costs of transition 
were thrown upon those least able to bear them. 

It should not be forgotten that the worst and most widespread misery 
came from 1815 onward, at the close of the Napoleonic Wars. The 
fact is too often forgotten that the waste, and still more the economic 
distortion, of war was an important cause of social distress. During 
t he ac tual war effort there was vigorous productivity and a high level 
of^mpIS^IhaMS though scarci4.ies developed and consumption was 
restricted. When the war ended the transition to poace revealed im- 
poverishment. Taxation was high. Unemployment accompanied re- 
conversion in a succession of«sharp industrial and hnahcial crises. The 
credit expansion necessary to finance war expenditures had led to a 




BRITISH TRADE AND POPULATION, 1700-1925 

Note the trading set-backs caused by the American Revolution (ca. 1780) 
and the economic crises following the Napoleonic Wan^^^estf 1800-1 bad)* 
The rapid rise of imports more than oCEset ^e growth of population. 

Sources: For population data, 1700-1841 — G. Talbot Griffith, Population Problems of 
fhe Age of Malthu%, Cambridge University Press, 1926, pp. 18, 21; 1841-1951 — Encyclo< 
pedia Britartnica. ^or the trade data — ^Werner Schlbce, Entwicklung und Strukturwand- 
^ungen des englischen Aussenhandels von 1700 bis zur Gegenwart, Gustav Fischer, Pub., 
lena. 1938, p. 48. 
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situation ii> which^a choice had to be made between accepting a de- 
flationary monetary policy which would cause prices to fall and pro- 
duce worse unen^ployment, or running the risk that a vicious circle 
of rising prices and increased credit issues would end in uncontrollable 
inflation. Persuaded by the classical economists, arnong whom Ricardo 
was pre-eminent, England chose the deflationary alternative. The re- 
sult was a sharp crisis in 1819, followed by other^ at short intervals, 
until in 1849 new gold discoveries relieved the pressure of growing 
production upon limited monetary supplies. It was from a study of 
these crises that Karl Marx deduced his theory that industrial capital- 
ism would destroy itself in a series of constantly worsening paroxysms. 

The unemployment and poverty of this period, therefore, should be 
attributed not only to the sharp competition of the new factory meth- 
ods will? older craft methods, but also to the growth of population and 
to postwar dislocations, and to the monetary policy which induced a 
series of sharp declines in the price level and thus caused the competi- 
tion to have the effect of driving wages down. Tlie pound sterling was 
fixed at a relatively high value in gold. Therefore its value rose in 
terms of other currencies, making English prices higher when trans- 
lated into foreign currency values. This intensified the pressure to re- 
duce costs of production. Inevitably much of this pressure was con- 
centrated upon the glutted labor market. As long as there was a surplus 
of unorganized labor, employers were tempted to reduce costs by 
cutting wages. The laborer paid his share of the costs, in unemploy- 
ment and in lowered living levels, of restoring the value of sterling 
currency and of all investments measured in that currency. 

These economic and social conditions reinforced Marx’s argument 
advanced above. The laissez-faire doctrine was right in its attack upon 
the outworn methods of regulating trade and labor conditions. It was 
necessary to get rid of the high protection to agriculture which kept 
food costs high and swelled the rent rolls of the landowners. The in- 
discriminate distribution of outdoor relief was not in fact a benefit to 
the laborers, but operated to depress wage levels while demoralizing 
those workers displaced by the new machine processes, 
ihe EhzSBBffcan machinery for regulating the labor market had long 
outlived its usefulness and had lapsed into ineffective and obstructive 
regulations enforced only spasmodically by country justices. There 
was a mass of legislation which protected privileged ^oups, including 
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shipowners and shipbuilders. The machinery of gover^iment was 
cumbrous and corrupt. 

The classical economists were the agents of reforni imagitating that 
the whole mess should be discarded. The weakness of their position 
was that it was almost completely negative. In colonial policy, the 
laissez-faire doctrine sought to resist further domination of native 
peoples, but provicjed no means of protecting them against exploita- 
tion by unscrupulous individuals. In international affairs, it advocated 
the support of nationalist movements aimed at the unification of 
divided peoples, but it did not foresee that the need would arise for 
international means of regulating disputes between nation-states. In 
international trade, it launched a great crusade for world-wide com- 
|>etition, but ignored the dislocation of industry and agriculture in- 
duced by such competition. It failed to create the necessary safeguards 
against industrial exploitation of the young and the weak in economic 
bargaining power. In a word, it took refuge in a facile reliance upon 
the enlightened selfishness of the individual in safeguarding his own 
interest in a competitive society, and therefore failed to create a new 
framework of social order in place of that which was destroyed. 

A major defect of laissez faire was this concentration upon negative 
aims — the abolition of outworn systems of regulation — to the neglect 
of the complementary constructive aim of erecting a new framework of 
social order. It was good to facilitate the introduction of new technical 
processes, but safeguards against the abuse of child labor should have 
been adopted earlier. The new factory towns were able to produce 
by more efficient methods, but more efficient local government was 
needed to forestall the speculative builder and to provide community 
services. It would have been wrong and probably futile to attempt to 
preserve the pattern of handicraft employment, but the cost of its 
transformation ought not to have been thrown on to the workers. The 
deflation which followed the wars gave England a sound monetary 
system, but it was unnecessarily harsh in its impact on employment 
and wages. 

The record of the economists on all these matters was at least no 
worse than that of the bishops and of^other influentkl*^bups. It is 
easy to take a constructive attitude after history has revealed what 
might have been attempted. It is not clear that l>etter results could 
have been achieved by alternative methods, given the low levels of 
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national intome aqd the heavy pressures of increasing population. 
The economists were insistent upon the need for greater productivity, 
and it was the achi#?vement of this greater productivity that ultimately 
made possible a more humane approach to the social problems that 
always arise in any period of rapid industrial change. 

Today, we have better administrative machinery'^ of government 
and more knowledge of monetary policy at our disposal. There is no 
need to repeat the failures of the past. But there is danger in building 
policies upon a misreading of history, and particularly in sacrificing 
the very real gains of enterprise pursued on an international scale for 
fear that such enterprise may entail a recurrence of the miseries which 
in fact sprang from other causes, and which were not remedied until 
increasing productivity brought a general increase of living standards. 

THE GROWTH OF A MONEY MARKET 

As the nineteenth century opened Great Britain was favorably 
placed to profit from the opportunities of expanding trade. Her geo- 
graphical position as an island off the coast of the European continent 
gave her security from invasion and immediate access to the sea 
routes. Even after the American colonies had won their independence, 
trade between them and Britain continued to increase. They provided 
an expanding market of high purchasing power for the new manu- 
factures, particularly of iron. India, from which England's last rival 
France had been ousted in the course of the Seven Years' War (1756- 
63), offered an apparently insatiable market for cheap cotton goods. 
When in the early years of the nineteenth century Nelson destroyed the 
French and Dutch fleets, the sea lanes of the world were opened freely 
to British commerce. 

No other European power was as happily situated for rapid eco- 
nomic development. Russia and Austria-Hungary, which emerged 
witli Britain as victors over Napoleon, were continental powers with 
limited access only to inland seas. Both were backward in industrial 
development and with their agriculture still organized on a feudal 
basi s. Priusia, another victor, was more favorably placed; there was no 
unified •S??Sfeny and no Italy. France, the greatest of the western 
European powers, with a far larger population than Britain, had 
suffered from the rigorous controls elaborated by Oalbert and con- 
tinued by his successors. Ftfr a brief period Napoleo|n’s dazzling con- 
quests had seemed to restore and expand her prestige, but when his 
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Continental System collapsed in 1815, not only Erance but. her con- 
tinental allies also were handicapped in thg race for world trade. The 
essence of the Continental System had been"^ countarbldckade against 
the British sea* blockade. It was essentially designed to cut Briuin off 
from trade with Europe. In this it was unsuccessful. But it had helped 
take France and her allies out of overseas markets. 

Britain and the, ^United States were favorably located to expand 
their oceanic trade. But the opening up of the American continent 
was soon to offer even more glittering opportunities, and the best 
energies of America turned to the expansion of the inland frontier 
rather than to more distant trading ventures. Thomas Jefferson, in 
the first of many efforts to maintain American neutrality by with* 
drawing from contact with European quarrels, had in 1807 secured 
the passing of embargo legislation restricting trade with the belliger- 
ents and so had stimulated the growth of manufactures within the 
United States. In 1816 at the close of the wars, protective tariffs were 
imposed. 

The same factors which made possible the industrial inventions 
and new production processes in Great Britain at the close of the 
eighteenth century also facilitated the development of institutions for 
mobilizing and distributing capital resources. The financial and en- 
gineering aspects of the Industrial Revolution ^vere closely con- 
nected. Considerable capital outlay was needed for the construction 
first of canals and then of roads, as well as for the new factories, for 
housing in the factory towns, for the iron and steel industry, and in 
the 1840’s for railway construction. Capital was needed also to finance 
the greatly expanded volume of trade — imports of raw material, par- 
ticularly of cotton, and exports of manufactured goods. 

During the eighteenth century, Britain had enjoyed tranquillity at 
home and had been free from the necessity of providing large standing 
armies to defend her frontiers. Although remarkably successful in 
acquiring new territories, her wars overseas had been fought cheaply, 
and long periods of pieace, notably under Sir Robert Walpole (1721- 
42), had fostered the accumulation of capital. Much of this capita]^ 
had gone into drainage, improved methods of cultivatrfJfTand stock- 
breeding, resulting in increased food production on great estates. 
Much too had gone into industrial experiment and construction. 

In exploiting ^her unparalleled and alftiost uncontested openings 
for world trading development, Britain profited greatly from her 
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ability to mobilize^ her increasing capital resources. She profited also 
because Napoleon’s anti-Semitism and the unfavorable economic 
conditions iif most European countries during the wars of 1793- 
1815 attracted enterprising traders and financiers to London. In the 
course of the nineteenth century the London money market came to 
be the controlling nerve center of world trade and investment. It is 
therefore essential to recount briefly the stages b^ which the various 
mechanisms of this market came into existence. It is the more im- 
portant to do so since the basic theorems of modern economic analysis 
were hammered out in the course of controversy over monetary, com- 
mercial, and financial policy during the confused period of economic 
expansion and international conflict that ushered in the nineteenth 
century. 

Other peoples had preceded the British in the establishment of 
banking and credit facilities. The bill of exchange was an Italian in- 
vention in the twelfth century. The origins of the Bank of St. George 
at Genoa can be traced back to this period also. National banks to 
finance government expeditures, or — as at Amsterdam — to facilitate 
exchange and commercial transactions were well established at Venice 
(1584), Amsterdam (1609), Hamburg (1619), and Stockholm (1656), 
long before the Bank of England was founded in 1694. Indeed the 
Bank of Amsterdam and the Bourse with which it was closely linked 
were the envy of traders throughout the sixteenth- and seventeenth- 
century world. In 1568 Sir Thomas Gresham had founded the Royal 
Exchange in emulation of the Amsterdam Bourse, and the various 
national bank schemes proposed in many countries during the seven- 
teenth century were prompted largely by the advantages derived by 
the merchants, particularly of Amsterdam and of Hamburg, from 
their banks. 

Private banks were functioning in many continental towns, and 
financiers were borrowing to relend, exchanging various kinds of 
money, and transmitting funds from country to country by means of 
bills of exchange, long before these facilities were developed in Lon- 
don. As early as 1658, the Bank of Sweden (now the Riksbanken) had 
issued nmeSrpayable to bearer at sight and thus claims to have been 
the first /‘bank of issue.” Its note issue was short-lived, however, and 
^ the Bank of England was the first national bank to develop the issuing 
function into a powerful iifstrument of central contrpl over the money 
market, 
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As the nineteenth century opened, the Bank offEnglarid had com- 
pleted its fifst checkered century. It had be^n formed on the initiative 
of a group of professional promoters, among" whom’^the'^ot, William 
Paterson, was promment. It had the backing of substantial merchants 
who from the first exercised the real power, as Paterson’s short life as 
a director bears* witness. The part played in its foundation by the 
necessity of securing new sources of revenue for the government is 
sufficiently indicated by the title of the Act by which the Bank was 
constituted — “An Act for granting to their Majesties several Rates 
and Duties upon Tunnages of Ships and Vessels, and upon Beer, Ale, 
and other liquors; for securing certain Recompenses and Advantages, 
in the said Act mentioned, to Such persons as shall voluntarily advance 
the sum of Fifteen hundred thousand Pounds towards carrying on 
the war against France.” 

A total of £1,200,000 was advanced to William III and Mary, in- 
terest on which was to be paid at 8 per cent, with an annual payment 
to the Bank of £4,000 for management. The corporation was given the 
privileges of a bank for twelve years. The original intention was to 
form a bank of issue, but this was a novel proposal and the House of 
Commons did not authorize note issue. By tliis time the practice of 
issuing notes was well established among the goldsmith-bankers of 
Lx>ndon. These were promissory notes — promises to pay standard 
coin on demand. The goldsmiths had found that it was possible to 
accept deposits, issue these notes, and invest the bulk of the deposits, 
as long as a sufficient reserve was kept on hand to redeem all notes 
presented for payment. The Bank of England adopted this practice, 
and in its first year bearer-notes, “without which the Bank could hardly 
have carried on business,” were in circulation. Sir John Clapham, the 
historian of the Bank, records that as early as 1696 a critic charged 
that these notes seemed “to be a Credit beyond the intention of the 
Act . . . and never practised before by any Corporation, and almost 
a Fraud on the subject.” 

Nevertheless the practice grew, was gradually developed into its 
present standardized form, and was formally authorized in successive 
renewals of the charter. It came to be the pivot upon WlTIcK the Bank 
gained the power to regulate the monetary system. The privilege was 
so highly valued that the Bank sought and gained, somewhat vaguely 
in 1709, but moje precisely in 1742, the Aclusive right among corpo- 
rate organizations to issue notes. This was regarded as giving to the 



150 THE COMMERCE OF NATIONS 

Bank the ejitlusive right of joint-stock banking. Lacking the privilege 
of note issue, no joint-stock bank was projected in Englaild till i8s6 
outside Londdn, aftd till 1833 within the London radius. 

By the end of the eighteenth century the Bank was well entrenched. 
.It had survived numerous crises and many rival banking schemes. 
Several times, notably in 1720 during the South Sea* Bubble, it had 
been pushed very close to failure, but successive rei?ewals of its charter 
had enabled it to strengthen its relations with government, to which 
it had advanced large sums. It liad had staunch friends at court, 
notably William Lowndes, Secretary of the Treasury from 1695 to 
1724, and later the great Whig peace minister, Robert Walpole 
(1721-42). Its conduct had been steady and conservative, so that by 
1794, after a hundred years of operation, it had accumulated solid 
reserves and was in an almost impregnable position. 

Yet it remained a private corporation, pursuing commercial bank- 
ing practices and jealous of its competitors. Indeed its functions as a 
central bank as we now understand the term were a fortuitous de- 
velopment in the course of the nineteenth century. The most famous 
of all the acts renewing its charter, that of 1844, in effect constituted 
it the repository of the gold reserve upon which rested not only its 
note issue, but by convention and precedent, the commercial banking 
deposits upon which checks could be drawn. 

Even then the Bank by its practice, as well as by its rare state- 
ments of policy, disclaimed responsibility for positive action to regu- 
late the supply of monetary media. It regarded itself as a cog in the 
competitive monetary mechanisms, the untrammeled operation of 
which was relied upon to bring about an equilibrium in the mone\ 
and capital markets. No small part of the controversies concerning 
the Bank s policies during the Napoleonic war period turns upon 
the extent to which it should have accepted the public responsibilities 
in regard to monetary and credit regulation which later were recog- 
nized as a corollary of its privileges and powers. As late as 1873, Bage- 
hot wrote his famous analysis of the London money market, Lombard 
§treet, as a tract to insist that the Bank did in fact have a responsibility 
for positive regulatory action, particularly in times of crisis. However 
it was only in the last quarter of the nineteenth century that this re- 
*^^^r)nsibility was fully accepted and that appropriate policies were 
ful*.^]op^d for discharging fliis public trust. 

marktis it was to a private banking corporation, which had a semi- 
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monopolistic position by virtue of the privileges confeijed upon it 
in return for financial aid to successive governments, that William Pitt 
turned in 1793 for help in financing the war that^broke out against 
France. In thp course of the next foifr years he secured short-term 
advances from the* Bank cumulatively totaling almost £10,000,000. 
He was enabled to do so by reason of the Indemnity Act passed in 
1793 legalizing pajt and future advances against Treasury bills pay- 
able at the Bank. The initiative in promoting this Act had been taken 
by the Bank directors in an effort to safeguard their own legal posi- 
tion. The limit of advances to the government which they originally 
proposed was omitted from the Act and thus the government secured 
access to an elastic new source of ready money. 

As a result of government expenditures financed in this way, supple- 
mented by an incautious expansion of note issues by the privSte coun- 
try banks that were beginning to develop, prices rose and the exchange 
rate of sterling fell to the point where it became cheaper to export 
gold than commodities in settling the balance of foreign payments. 
The drain of gold was increased by naval and military payments abroad 
and by subsidies to Britain’s uncertain allies on the Continent. The 
point was soon reached, therefore, when only a reduction of the Bank’s 
short-term advances to the government, and of notes in circulation, 
could have maintained it in a position to redeem its notes when pre- 
sented for payment. Such a restriction of credit was difficult in time of 
war, and when a run on the banks began early in 1797, there was no 
I alternative to suspending the convertibility of the Bailk of England’s 
[notes. Thenceforward until the resumption of sp>ecie payments 
1(1819-21), Britain operated on an inconvertible currency. 

During this period known as the “Restriction of Payments,” there 
Ideveloped a lively discussion of monetary policy, primarily concerned 
|with the policies followed by the Bank of England. Except for a brief 
lut sharp depreciation of the sterling exchange rate in 1801-3, there 
vas little further rise of commodity prices or exchange depreciation 
mtil 1808. After that year the rise of prices was marked until the end 
►f the war against France in 1815, when there ensued a sharp fall in 
►rices. 

The controversy aroused by these price fluctuations was motivated 
►y intensely practical disagreements on policy; but much of it in- 
vitably was concerned with analyzing the reasons for the inflationary 
ise of pricey and for the subsequent sharp decline. The crux of the 
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controversy was whether the Bank was responsible, or partly responsi- 
ble, for aggravating both the rise and the subsequent fall of prices. 

It is clear that, jn so far as government expenditure was financed by 
short-term advances, the Bank was not a free agent. The question at 
issue, therefore, was whether it could or should "liave exercised a re- 
straining influence upon the note issues — its own and those of the 
private banks — for industrial and commercial purposes, or whether 
it refrained from doing so because it did not wish to curtail its own 
profits. Subsequent exj^erience has shown that a true central bank, 
operating primarily as a public service rather than a profit-making 
institution, can in fact regulate an inconvertible currency, even during 
the strain of a great war; but this was too advanced a concept to expect 
in the early years of the nineteenth century. The same can be said of 
the plafi advanced by Ricardo for making the Bank’s notes payable in 
bullion rather than coin; a plan by which the Bank would not have 
had to depress prices still further by gathering gold for coinage as 
well as for its reserves. This is the system that many central banks 
operated between the w^ars, but a century and more ago it was still 
a rather daring projxisal, and the Bank did not accept it. 

It should be recognized that the instruments of central banking 
developed slowly and many of them were not available in the first 
quarter of the nineteenth century. The amalgamation process by 
which town and country banks were absorbed into a few powerful 
institutions practicing branch banking had not yet made checks the 
main monetary medium, and relegated notes to the monopolistic 
control of the Bank of England. The Bank was inhibited by the Usury 
Laws from raising its discount rate above 5 per cent. Still more im- 
portant, the civil service was not then available which could collect 
heavy taxation, float large loans at low interest rates at par, and ad- 
minister a complex system of price controls and rationing to prevent 
commodity prices from rising. 

Subsequent generations of economists have found in the contro- 
versial literature of this period a great clarification both of policy 
issues and of monetary theory, including the theory of the foreign 
exchanges?'^ both fields the argument has never really died down,, 
since the early nineteenth-century debates constitute the first really 
constructive discussions on many points that have not ceased to be 
important current issues.*! The doctrines that emerged were based 
upon the acceptance of gold as the standard of value. Bank notes and 



LAISSEZ FAIRE: PRACTICE AND THEORY 


153 


other substitutes for gold wiire regarded as mere <K>nvcniences, to be 
strictly limited and always convertible on demand into gold. In 1810 
David Ricardo elaborated some letters written to a*nev?spaper into a 
tract. The High Price of Bullion a Proof of the Depreciation of Bank 
Notes, He showed that sterling was depreciated on the Hamburg ex- 
change, that the ^rice of gold as measured in bank notes had risen, and 
that the prices of goods had risen proportionately. He argued that the 
overissue of bank notes was the common cause of all of these phenom- 
ena. His arguments were accepted by the majority of the famous 
Bullion Committee of the House of Commons which reported in that 
year. But there were many doubters of Ricardo’s monetary theories, 
including Mai thus, and neither the government nor the Bank accepted 
the deflationary implications of his analysis. 

In the postwar period of deflation which began even before the 
resumption of specie payments in 1819, the distress and unemploy- 
ment which ensued called forth a wide range of protest, including 
Thomas Attwood’s advocacy of inconvertible currency as a means of 
ensuring full employment. Repeated financial crises followed upon 
the failure of private banks, as in 1825. These crises and a growing 
interest in international trade led to increasing popular acceptance 
of the gold standard and to the monetary theories on which it was 
based. By the middle of the century the Ricardian orthodoxy was 
established, and questionings 01- qualifications of it were swept aside 
as ill-considered heresies. F’roin time to time, an economist would 
revive the old issues and question the infallibility of the Ricardian 
doctrines. It was not till the monetary disturbances following the war 
of 1914-18 that the critics, as well as the exponents, of these doctrines 
were again given the attention they merited. 

The situation of the Bank of England was complicated by the de- 
mands made upon it by government, as well as by the operations of 
the many private banks that sprang up in the rapidly developing in- 
dustrial and commercial districts outside of London. The date usually 
given for the expansion of private banking enterprise in the provinces 
is 1760, the same year as that in which the Industrial Revolution began 
to accelerate. This is of course more thSn a coincidenceV'TThe two de- 
velopments were intimately connected. 

Of the many illustrations that might be given, Yorkshire, while not 
the earliest, has the special interest that il attracted the attention of 
Adam Smith. He referred in strong terms to some of its ‘'beggarly 
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bankers,” who issged notes of very small denominations. The his- 
torians of the Midland Bank refer to Yorkshire’s unenV'iable repu- 
tation for “harboiuring numerous irresponsible issuers of notes for 
very small amounts — an obvious means of exploiting the poorer mem- 
bers of the community.” Such small banks grew up to meet a recog- 
nized need for financing trade between the provinces aVid London, and 
with overseas countries. Until this time, both the exchange and clear- 
ing functions (transmitting and offsetting funds between trading 
centers) and the provision of short-term credit to finance the trans- 
ference of goods had been discharged by the merchant-manufacturers 
themselves. 

The appearance from 1760 onward of specialized institutions to 
take over these functions was one of the major steps in creating the 
basis for a competitive system of private enterprise. Any individual, 
or group of not more than six partners, could set up a bank, accept 
deposits, issue notes, and deal in bills of exchange. The liability of the 
partners was unlimited, but there was no requirement to maintain 
adequate cash reserves to meet a sudden presentation of notes. When 
prices were rising and trade was expanding, the temptation to over- 
issue and overlend was great. It was not until 1776 that an Act was 
passed prohibiting the issue of notes for sums less than £1, and not 
until 1808 that a license with its implication of control was required 
before notes could be issued. 

Periodically sudden panics brought down scores of the weaker 
banks, but always their numbers increased again, and their activities 
constituted a speculative, uncontrolled weakness in the monetary 
system until in the 1830’s the first joint-stock banks began to operate 
successfully. Soon thereafter a process of amalgamation began, linking 
tlie joint-stock banks with London private bankers who were members 
of the Clearing House which had been organized between 1750 and 
1770, and the country banks with both. As this process went on till 
the number of banks fell to a score or so, the note-issue privileges of 
the country banks lapsed, since they became merged with joint-stock 
banks and the Bank of England was the only joint-stock bank em- 
powered to iSiie notes. ‘ 

Even more important for a study of international trade than the 
evolution of central banking or the development of rommercial, de- 
posit banking, was the emergence of specialized dealers in the money 
market. Of these, the most important were the dealers in bills of 
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exchange. They had their precursors in the seventeenth-cegtury nione> 
scriveners (writers), who had acted as go-betweens, bringing together 
the lenders and borrowers for whom they wrote^loan contracts of 
various kinds. The specialized business of bill-broking did not be- 
come important tfntil the emergence of country banks, which in 
agricultural districts usually had surplus funds on deposit. These 
they sought to use either in London or, through London, in the in- 
dustrial districts with their growing need of short-term capital. The 
instrument by which such funds came to be transferred was the “in- 
land bill,” a bill of exchange modeled upon those which had long 
been used in foreign trade. In the period from 1760 to 1797, when 
funds were relatively scarce, London banking houses had paid in- 
terest on the balances of their country bank correspondents; but after 
the suspension of payments in 1797 there was a plethora t)f paper 
money and interest rates fell. It was difficult to use short-term money in 
London and the banks ceased to pay interest on balances. The coun- 
try bankers, therefore, turned to these bill-brokers who, by their 
enterprise, could find a use for surplus funds, largely in financing 
domestic and international trade. 

The Bank of England operating as a commercial bank had its own 
discount department. Its regulations were stiff, and its rate of discount 
remained unchanged at 5 per cent from 1746 to 1822. Enterprising 
individuals with country connections could cut this price when after 
1797 money became abundant and could, with their specialized knowl- 
edge, take risks on bills that did not meet the Bank’s regulations. The 
domestic transfer of funds was an important, and largely new, eco- 
nomic function to be discharged, and private enterprise found an 
efficient and profitable means of discharging it. The Bank, by reason 
of its close relations with government and its privilege of note issue, 
became the occasional lender of last resort, in the sense that when 
funds were scarce the brokers might be driven to discount their bills 
at the Bank; but it lost the bulk of the current bill discounting busi- 
ness. Thus was laid the basis for the later development by which the 
Bank rate of discount became an instrument whereby the credit struc- 
ture of the country could be regulated in a crisis. In^^^rmal time's 
the financing of trade and private investment was carried out by 
private agencies, but in a depression these agencies had to turn to the 
Bank of EnglahU. 

These pioneer operations laid the foundations of the discount 
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market in lyhich bills from the whole trading.world were later dealt 
with so as to provitie the revolving fund which enabled jvorld tr^de 
to be finance^ on ^n expanding scale. An exporter could receive pay- 
ment when goods were shipped, but the importer did not need to pay 
till goods were received — the market advancing the necessary funds 
to finance the goods in transit. It has been said that bill-brokers 
who began this process were evading the Bank’s regulations. This is 
true in the sense that the Bank was conducting tfie business by rules 
which the brokers did not need to observe. But it is not true in the 
sense that the Bank had any power to make statutory regulations. 

The vitality of competitive enterprise, as British merchants and\ 
financiers strove to exploit the opportunities for profit in a time of^ 
rapidly rising prices and expanding trade, is especially well ilhtstrated 
by the emergence of these specialized brokers who found niew and 
efficient means of financing trade. As the nineteenth century 'wore on, 
many other specialized markets developed within the general frame- 
work of the money market. These markets were created by individual 
initiative. They remained highly competitive, with little organization 
beyond contiguity and contact among independent operrators. 

Central banking institutions and even commercial banking do not 
suffice to constitute a money market, and it was the peculiar distinc- 
tion of London that it gradually fitted together the specialized mech- 
anisms which enabled it in the nineteenth century to function as the 
reservoir and clearing center of the world’s trading, credit, and cur- 
rency systems. The development of three of the most imptortant of 
these mechanisms — the Bank of England, the private banks, and the 
discount market — has been outlined above. The discount market 
became an essential link in the capital, and exchange, as well as the 
money, markets. It pioneered the specialization by which distinctive 
functions such as acceptance, foreign exchange, bullion-brokings new 
issues, underwriting, insurance, and the various commodity exchanges, 
came to be organized in highly technical markets — each with its own 
peculiar skills, but each geared into the whole complex of financial 
mechanisms. 

* Two greatjnechanisms, wh>ch developed later, need to be added to 
this list — the Stock Exchange and joint-stock dep>osit banking. Joint- 
stock banking in its modem form did not develop till after 1833. The 
Stock Exchange, at least as far as dealings in the *public funds are 
concerned, had had a longer history going back to thfe late seventeenth 
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century. But the speculative mania of 1720 known as tlje South Sea 
Bubble had cast discredit upon its function in respect of private 
capital. Penal legislation had been ppsed against^joiijt-stock organi- 
zation and against stock-jobbers. Dealings in government bonds, how- 
ever, continued td be active as successive wars added to the public 
debt, and stocki-jobbing was carried on surreptitiously in the coffee- 
houses of Change^ Alley. The Bubble Act of 1720 proved to be ob- 
scure and unenforceable, and the case-law that was developed in the 
eighteenth century to regulate partnerships and incorporation was 
very complex and unsatisfactory. Though the law in the eighteenth 
century was hostile to joint-stock organization and to dealings in 
shares,, the Stock Exchange had been formally organized as early as 
1773 and had moved to its own building in Capel Court next to the 
Bank of England in 1802. The railway developments of the 1840’s 
were undertaken by companies incorporated by charter or by acts of 
Parliament, so that investment in railroad shares became widespread 
and the Stock Exchange began to be a really important factor in the 
money market. Limited liability was not generally legalized until 
1855-57, 3^”*^ there still remained a long process of legislation and 
judicial interpretation before company law was modernized. It was 
not until the Companies Act of 1 862 generalized the practice of limited 
liability that the Stock Exchange was able to function effectively as a 
means of co-ordinating the value of existing capital with the price 
of new issues and with the rate of interest. 

It is significant that David Ricardo who became the accepted au- 
thority on economic questions was a product of the money market. It 
became common in tlie nineteenth century to describe the whole eco- 
nomic system as a market economy. The market visualized was the 
keen, competitive bargaining of relative equals in monetary opera- 
tions where rapid figuring of fine margins of profit was the test of 
efficient operation. This concept of the market was a very imperfect 
picture of the real world of agricultural and industrial production — 
it pictured a money economy rather than a product or skill economy. 
In course of time finance came to be the dominating factor of economic 
activity to a greater degree than ever*before on a national, and evfti 
an international, scale. The facts of human co-operative effort in the 
production of goods never have approximated this competitive model, 
but economic theory has assumed that t^ey do. 
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• THE CLASSICAL ECONOMISTS 

The violent controversies which shaped economic thought in the 
first quarter of th^ nineteenth century were intensely practical. Even 
when they were conducted in abstract terms and were concerned with 
what might seem to be purely theoretical issues, they^rose from sharp 
disagreements on practical issues. As Arnold Toynbee later asserted, 
“as a matter of fact, while affecting the reserved and serious air of 
students, political economists have all the time been found brawling 
in the market-place.” - 

In the period of controversy at the beginning of the century, political 
economy had not yet emerged as an academic discipline in its own 
right. The classical economists tvere in a sense amateurs. Among 
them wgre businessmen and bankers, such as David Ricardo, Thomas 
Tooke, Henry Thornton, and Francis Place. Others were active poli- 
ticians, as were Francis Horner, and after 1819, Ricardo himself.® 
Among the most influential in their own day were the journalists, 
James Mill and J. R. McCulloch. But there were also noblemen 
(Lords Lauderdale and King), soldiers (Robert Torrens and the 
elder Wakefield), lawyers (Jeremy Bentham and Nassau Senior), and 
clergymen (Malthus). Some of these, it is true, became professors of 
political economy, as did Malthus (at Haileybury in 1807), Senior 
(at Oxford in 1825), and McCulloch (at University College, London, 
in 1828). The latter is generally regarded along with James Mill as 
being responsible for the generalization of Ricardo’s ideas into the 


2 Cf. Arnold Toynbee, The Industrial Revolution, London, 1884, p. 25. 

3 Ricardo lent an Irish landowner £20,000 free of interest, and so was elected to 

the House of Commons to represent a constituency he never saw. From 18)9 till his 
death in 1823 he found that “by an accident of history, ... he had become at once the 
representative, the theorist and the orator of a class which was optimistic by profession— 
the great manufacturers who dreamt of making the economic conquest of the world. 
I'hey needed to be freed from all regulations regarding labour: they needed, in the 
historical conditions in which England found itself plac^ about the year 1820, to see 
the customs barriers broken down: they needed to believe that overproduction was 
impossible, and that all production created a corresponding demand: they took over a 
doctrine which seemed to justify their claims as against the interests of the class of 
landlords — claims which were on some points identical with those of their workmen: 
^nd the temperament of the men of action gave its tone to the doctrine of the thinker.** 
(Elie Halevy, The Growth of Philosophic Radicalism, London, Faber & Faber, Ltd., 
1928. p, 342.) It is said that Ricardo gained the ear of the House and was highly regarded 
by his fellow members; but the record of his votes shows that he was usually on the 
minority side in divisions. (Cf. E. Cannan, “Ricardo in Parliament.” Economic Journal, 
June and Sept., 1894.) - ^ 
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extreme and rigid statements that are the usual targets of attack by 
critics of thi school. 

The bestowal upon this group of the title ‘‘classical*’ is Comparatively 
recent, dating fromjthe 1 86o’s. Karl Marx was largely responsible for 
its popularization.* Its usual connotation is flattering, as meaning 
“economic writers. of the rank who have left models which all others 
must follow.” As eaily as 1888 Lujo Brentano suggested another mean- 
ing when he compared classical economics with classical sculpture. 
He suggested that both ignored personal peculiarities in favor of 
broad general human characteristics, creating an abstract man without 
scars or wrinkles. 

The issues on which the classical economists fought have passed 
into history. Primarily they were concerned with public policy. In 
order to demonstrate the evil effects of government interference, it 
became necessary to analyze the nature of economic activity. In this 
respect the early nineteenth-century writers followed and built on the 
work of Adam Smith. In two important respects, however, they broke 
from his influence. They relied more upon abstract methods of formal 
logic, and they were concerned less with the production and more with 
the distribution of wealth. Ricardo recognized this. In 1820 he WTOte 
in a letter tp Malthus, “Political economy you think is an enquiry 
into the nature and cause of wealth; I think it should rather be called 
an enquiry into the laws which determine the division of the produce 
of industry amongst the classes who concur in its formation.” The 
conflict of class interest which Ricardo stressed grew out of a stru^le 
for power between the landowning aristocracy and the middle-class 
merchants and manufacturers. Karl Marx later rounded out the pat- 
tern by stressing the interest of the industrial wage earners. 

It is important to stress the background of class struggle in order to 
'understand why it became necessary for the classical economists to 
create a distinctive theory of international trade. There is abundant 
:evidence that the major theoretical contributions of the Ricardian 

I 

t *Cf. Henry Higgs (ed.), Palgrave*s Dictionary of Political Economy, London, 1926, 
IV^ol. 1 , p. 303. Karl Marx in Das Kapital (1867) uses^he term. J. M. Keynes in his General* 
^heory of Employment, Interest, and Money, New York, 1936, p. 3 n., credits Marx with 
Inventing the term. This may be right in so far as its application to the school was con- 
gerned. It is possible, however, to cite earlier references, e.g., Jerome Adolphe Blanqui, 
elementaire d*dfonomie politique, Paris, 1826 (3rd ed., 1857), p. 8: “M. J.-B. Say, 
le plus dassique, aasu|ement, de tous les ^onomistes cjiii aient paru depuis Smith/' 
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school arose^from the controversies connected with the passing in 
1815 of an act to protect the wheat*growing industry, aAd that "'it 
was inevitable VhatiRicardo’s thought during this period should take 
the form of a theory of distribution and that it should center about 
the rate of profits.” ® This period at the end of the Napoleonic Wars 
marked a turning point in the economic development of England, 
which was ceasing to be an agricultural exporting country and be- 
coming an industrial exporting country. Wheat exports had ceased 
during the Napoleonic Wars. Importing was difficult as long as the 
war lasted and the demands of a growing home market maintained 
prices at a high level. In 1815, the landowners had sought to protect 
themselves against the competition of increased imports by raising 
a higher tariff barrier. Ricardo argued that higher food prices pro- 
tected by the new tariff would merely increase the unearned income 
which accrued to landowners in the form of rent and would not by 
raising wages cause a general increase in prosperity. This ran counter 
to accepted doctrine and he was forced to re-examine the theory of 
value. 

The theory of value is the heart of any theoretical economic sys- 
tem. It explains why men are willing to produce goods and services, 
how they come to rate them for trading purposes, and how in doing 
so the incomes of individuals are determined. Ricardo attempted to 
give precision to the long-accepted idea that labor cost was the effec- 
tive measure of value. As he probed deeper just before his death, his 
honest mind found itself in difficulties which his less rigorous col- 
leagues were willing to ignore. But the formulation of his ideas, sys- 
tematized and simplified by James Mill and J. R. McCulloch, proved 
immensely influential. 

In one respect however, the labor-cost theory of value raised serious 
doubts concerning the premise from which Ricardo’s reasoning began. 
If labor cost determined value, production would shift to areas where 
labor cost was low. Did this mean that industries would migrate to 

6 Jacob H. Hollander, David Ricardo, Baltimore, 1910, pp. 72-73. Cf. also on p. ii8: 
{Jot until Parliament was called upon to determine whether legislative policy diould 
be shaped, first in the matter of the Batfik, in the interest of debtor or creditor; second, 
in the matter of the com laws, in the interest of agricultuialists, rather than that of 
the manufacturers; third, with respect to taxation and funding, in the interest of con- 
sumer instead of property owner-not until then was it that the economic thinker, de- 
riving his philosophical creed from the new utilitarianism, felt itnpelled to inquire 
what will be the natural shares of these several classes, destined t<f lie affected in one 
way or another by this contemplated legislation.” 
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countries of cheap labor? This was precisely what the mercantilists 
had long aa'gued, and what advocates of tarifiE protection still argue. 

Ricardo's answer was a new theory^of international trade, based not 
on absolute but on comparative costs of production.This theory in- 
volves some measAre of circular reasoning. In order to prove that 
international t^ade arises because of comparative differences in the 
costs of productiop, one has to assume that labor and capital are not 
able to migrate between countries. Much of the controversy, however, 
arises precisely from the fact that capital is more easily moved than 
labor. In tlie circumstances of Ricardo's day, the assumption that 
capital and labor did not move freely because of what he described as 
“the natural disinclination which every man has to quit the country 
of his birth and connections” was in general sufficiently realistic, 
though his own family history might have been cited gainst it. 
Granted this assumption, the value of goods traded between nations 
depends not upon labor costs, but, as John Stuart Mill later demon- 
strated, upon the reciprocal intensities of demand for the products 
exchanged. 

Thus the Ricardian economic system came to have two hearts, a 
domestic theory of value based upon cost of production, and an in- 
ternational theory of value based upon the opposite principle of de- 
mand. The failure to put these theories together is proof enough that 
Ricardo’s theoretical structure was not complete. Both theories, how- 
ever, led him to the same conclusion — that trade should be freed from 
restraints and governmental interference. * 

It would, of course, be wrong to assume that the practical issues of 
commercial and monetary policy were decided solely upon intellectual 
grounds. A large element in the decision was a struggle for political 
power among contending interest groups.® As the controversy de- 

Edwin Cannan, Theories of Production and Distribution (and ed.), London, 
1903, pp. 391-92: “For the basis of an arg^iment against the Corn Laws it would have 
been difficult to invent anything more effective than the Ricardian theory of distribution. 
The divergence of interests with regard to the Corn Laws was really a divergence of the 
interests of classes, and not of individuals. It was not a question of the classes against 
the masses, or, in other w'ords, of the rich against the poor, but of the landowning class 
against the commercial and manufacturing clasiL ... * 

“At a later period, when ixilitical power had passed in some measure to the wage- 
earning classes, it would doubtless have been more effective to show that the Com 
Laws diminished real wages, but at the time it simplified the matter to declare the com- 
forts of the lalwurefs a nearly constant quantity, and consequently outside the problem.** 

Cf, also E. R. A. Seligman, “On Some Neglected British Economists,” Economic Jour^ 
nal, Vol. Xni, Sept, and Dec. 1903, pp. 583 - 34 - 
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veloped, tlje growing but as yet weak power of the laboring masses 
was enlisted in support of the rising class of manufacturers in their 
attack upon the privileges of the landowners who were so strongly 
entrenched in Parliament. The landowner became the villain re- 
sponsible for the high price of food and for almolt every other social 
evil. The low level to which Parliament, the universities, the church, 
the “public” schools, and the civil service had fallen gave liberal 
orators a vulnerable target. It is not an accident that Jeremy Bentham 
and James Mill were active in the founding of University College at 
London as a secular institution organized on different lines from th|e 
two old universities, and that they attacked the church directly. BuV 
it is more significant that a growing proportion of the new manufac^ 
tures sprang up in the north, which was ill-endowed with churches\ 
and schools and therefore became a fertile field for John Wesley and \ 
his followers. The reform of the Poor Laws and the repeal of the 
Com Laws did not come until electoral reform in 1832 made the 
House of Commons responsive to popular opinion in the manufac- 
turing districts. Effective factory legislation also followed electoral 
reform. The class interest which Karl Marx was to throw into sharp 
relief against both manufacturer and landowner was stirring even 
while the labor leaders made common cause with the former against 
the latter. 

In the currency controversies that loomed so large from 1797 to 
1816 the influence of the economists was perhaps more direct, but 
even here it was' belated. The reasoning of the Bullionists, as the fol- 
lowers of Ricardo came to be known, under the skillful handling of 
one of their number, Francis Horner, carried conviction with the 
Bullion Committee in 1810. But the Bank had the ear of government, 
and the government had the votes in Parliament. Ricardo may have 
been right in his opinion that the Bank Directors who in his view mis- 
managed the resumption of specie payments from 1 816-1 g were “a 
very ignorant set of men.” But his attacks had little practical effect at 
the time, and it was not till long after his death that his followers had 
the satisfaction of seeing the principles of currency regulation he 
advocated score at least a partial victory when the Bank next sought 
a renewal of its charter in 1844, 

In the formation of the classical doctrine, it is convenient to dis- 
tinguish three stages of development. The first may*be said to have 
closed with the third edition of Ricardo’s Principles in 18a i. By this 
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time, the analysis of economic ideas was on a new basis, *and many 
lesfding prattitioners were expressing great confidence that its re- 
rnaining controversies would quickly^be resolved. The^second stage 
oi' development was largely that of elaboration and consolidation, 
bei.Tinning with^ucti general treatises as that of James Mill (1821) 
and J. R. McCuRoch (1825). The third stage of the classical doctrine 
was inaugurated byithe publication of John Stuart Mill’s Principles 
in 18^18 and lasted till about 1870. A distinguished philosopher- 
statesman, A. J. Balfour, later sneered at the ‘‘thin lucidity” of John 
Stuart Mill. But for a generation Mill’s work was regarded as the 
crowning* achievement of the classical school. This period was marked 
by an extraordinary complacency, which was remarkable in its belief 
that the major issues of economic controversy had been settled for all 
time. This was soon indeed to be shattered. 

In 1867 Karl Marx published Das Kapital. About 1870 the ideas 
of the German historical economists were introduced into England by 
T. E, Cliffe 'Leslie. In 1871 John Stuart Mill abandoned the wages- 
fund doctrine which had been one of the pillars of the classical sys- 
tem. In the same year Walter Stanley Jevons published his Principles 
of Political Economy and prefaced it by a violent attack on both 
Ricardo and Mill. The authority of the Ricardian teachings was un- 
derminetl almost before their canonization as classical doctrine had 
been com' pie ted. 

It is difficult to accept as valid the definition of the classical school 
which includes Adam Smith. It is true that his great work was pro- 
foundly influential in the early years of the nineteenth century, as it 
still is. But. the most characteristic theories of the Ricardians were 
either new — for example, the comparative-cost theory and the theory 
of reciprocal demand — or were derived from the predecessors of Adam 
Smith — for example, David Hume’s price specie-flow theory of the 
balancing of payments. Ricardo’s abstract logic gave a precision for 
[which Adam Smith did not seem to strive. The monetary and fiscal 
Iproblems to which it was applied were very different from those con- 
Ifronting Adaim Smith, and the shift of emphasis from production to 
listribution changed the character of thh discussion. 

The doctrine of natural liberty did, indeed, link the generations. 
Jut the sharfier economic analysis of Ricardo constitutes the founda- 
tion of a netv.’ scjiool rather than the elaUoration of already known 
“deas. In his /Autobiography John Stuart Mill makes it very clear that 
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he wrote his Prindples to systematize and clarify the ideas he had 
gained from Ricardo, either directly or through the teaching of his 
father, James Mill. Nor have the critics of Ricardo failed to note his 
originality and eminence. W. S. Jevons, indeed, urged economists *‘t.o 
fling aside, once and for ever, the mazy and preposterous assumptic/ns 
of the Ricardian School,” and was emphatic in his vie^ that “that ?ible 
but wrong-headed man, David Ricardo, shunted the car of Economic 
science on to a wrong line, a line, however, on which it was urged 
further towards confusion by his equally able and wrong-headted ad- 
mirer, John Stuart Mill.” 

By the testimony of friend and foe, Ricardo was the founder of a new 
school. Some explanation is needed for the authority whicfi the doc- 
trines of this school came to command. The insularity of English in- 
tellectual life is perhaps sufficient explanation for the comparative 
neglect in England even of French economic thought. In 1802, the 
French economist Jean Baptiste Say had cast economic ideas into the 
logical arrangement in which they are still studied. A succession of 
able French writers was later described by Jevons in the passage cited 
above as the line of succession through which “the true doctrine” was 
developed. In Germany also, von Thiinen published in 182© an im- 
portant treatise adding greatly to our understanding of the th eory of 
rent, of exchange between non-competing groups, and of m.onetary 
theory. Yet it was the Ricardians who became canonized as the classi- 
cal school, not in England only but over the greater part of the eco- 
nomic world. Their authority was derived largely from acceptance 
of their doctrine by those who led the free-trade movement to triumph 
and thus set the stage for the great trading expansion which enabled 
the manufacturers and financiers of Britain to achieve leadership, and 
even domination in world trade, shipping and investment. It became 
the creed of success. 

While the theories of the classical school were being formulated, 
there was a constant and vivid interchange of ideas. Ricardo founded 
the Political Economy Club in 1821 and intimate friendships de- 
veloped among the principal members of the group. The result was 
a fertile elaboration and precision of new ideas, but untilj about ^82 1 
it can hardly be said that these ideas were crystallized into what we 
now regard as the classical system. In particular, Ricardo has suffered 
gross misinterpretations arid misunderstandings of Jiis iviews at the 
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hands of later critics who read only the Principlti. In many respects 
his best wdrk is to be found in his early pamphlets. For a full under- 
standing of his honest, inquiring mind,'Which was by no means as 
rigid as his later critics have maintained, it is necessary to read these 
pamphlets and |^is correspondence and speeches, as well as such hints 
of his views as may be gleaned from contemporary accounts of the dis- 
cussions in which Ae participated. 

The crystallization of classical doctrine and its reduction to a system 
were begun by James Mill and completed by his son, John Stuart Mill. 
In the process it was perhaps inevitable that the ideas, which to the 
humble-minded Ricardo were his “present views” to be earnestly dis- 
cussed and tested, came to be stated as established truths. McCulloch 
wrote them into a Supplement of the Encyclopedia Britannica, and 
Malthus protested “at the general adoption of the new theories of my 
excellent friend Mr. Ricardo into an Encyclopedia, while the ques- 
tion was yet sub judice.” McCulloch swept aside such protests. By the 
time Bagehot wrote in the 1870's Malthus had come to be regarded 
as an amiable, but not very clear-headed, contemporary and friend of 
the great master, who added very little to economics except a some- 
what mistaken theory of population.’ It has been left for our own 
time to discover tliat the doubts and disagreements expressed by 
Malthus were based on an appreciation of factors in economic activity 
which were brmhed aside by the Ricardians, but have persistently 
obtruded themselves and have now become the basis of the newest 
economic theories. 

It is difficult to overstress the importance of the secondary writers 
of the classical school in disseminating and incidentally crystallizing 
economic theory and doctrine. Every prophet must have his disciples. 
Ricardo’s disciples were an uncommonly energetic set of propagandists 
whose activities somewhat disturbed him in his lifetime and after his 
death, in their zeal to establish his authority, went far to ruin his 
scientific reputation. James Mill was perhaps the most influential in 
persuading Ricardo to set down his ideas in systematic form and 
labored incessantly both to complete t^e logic and to spread a knowl* 

f C(. W, Bagehot, Economic Studies (ist ed.)^ 1880, p. 148: *‘The truth is, that Mr. 
Malthus had not the practical sagacity necessary for the treatment of Political Economy 
in a concrete way, o]^ the mastery of abstract ideas necessary to deal with it in what we 
should now call a scientific way. He tried a bad mixture of both. There is a mist of 
speculation over his tacts, and a vapour of fact over his ideas." 
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edge of it." He was a pedantic, industrious Scot, an active jbumalist 
during most of his working life.* He was also an assidtibus logician 
and propagator bf fixed ideas. largely derived from Bentham and 
Ricardo. ^ 

His son. John Stuart Mill, was the recipient of n^ist of these ideas 
and the subject of a remarkable educational experiment. James Mill 
by personal tuition trained the boy in the classic Mnguages. in ancient 
history, logic, and political economy. Beginning with Greek at the 
age of three, and Latin at eight, logic at twelve, and political economy^ 
at thirteen, the boy’s formal lessons ended when he was fourteen. Htf 
was being prepared to be the expositor and final drafuman of the^ 
gospel according to Ricardo. In the process his father took occasion to i 
expound to him the doctrines in Ricardo’s newly published Principles 
and the boy’s homework, recounting each day’s lesson, became the 
basis for James Mill’s Elements of Political Economy, published in 
1821.* 

This was the first of a long series of secondary treatises, articles, and 
reviews, expounding, simplifying, and hardening Ricardo’s ideas. In 
1824. James Mill and Jeremy Bentham founded the Westminster 
Review, which Mill used to expound the Ricardian philosophy. J. R. 
McCulloch contributed the article in the Supplement to the Encyclo- 
pedia Britannica in which Ricardo’s ideas were enshrined, and as 
editor of the Scotsman did much to popularize these ideas. In 1825. he 
too produced a book of Principles. Robert Torrens, a retired Colonel 
of Marines, and a Fellow of the Royal Society, was an indefatigable 
and somewhat voluminous writer also, overshadowed somewhat un- 
fairly by Ricardo’s greater repute. It has been argued that he was the 

» His biography, written by another Scot (Alexander Bain, James Mill: A Biography, 
Lx>ndon, 1882) is one of the dullest catalogs of a busy detailed life ever to be printed. 

It gives year by year a meticulous record of correspondence, articles, reviews, political 
activity and promptings of Bentham. Ricardo, and other original minds, until in 1819 a 
highly paid post in the East India Company diverted his energies to administration 
and to the completion of his Histoiy of British India, written not from Hrsthand ac^ 
quaintance with the country, but primarily as an exposition of his philosophy of history. 
»John Stuart Mill, Autobiography (5th cd.), London, 1875, pp. 27-28: “Thpugh Ri- 
• cardo's great work was already in print, no didactic treatise embodying its doctrines, 
in a manner fit for learners, had yet appeared. My father, therefore, commenced instruct- 
ing me in the science by a sort of lectures, which he delivered to me in our walks. He 
exj^unddd each day a portion of the subject, and I gave him next day a written account 
of it, which he made me rewrite over and over again until it was clear, precise, and 
tolerably complete. In this manned I went through the whole extent of the science; and 
the written outline of it which resulted from my daily compte reUdu, served him after- 
wards as notes from which to write his Elements of Political Economy.** 
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true discoverer of the theory of comparative costs; but ttiis claim is 
disputed by the admirers of Ricardo. Thomas Toole and his younger 
associate William Newmarch propounc^ed their ttveses»on monetary 
questions through a succession of letters' pamphlets, and statements 
of parliamentari cdhimittees, much of which is incorporated in their 
monumental Htktory of Prices. 

Even more impf^rtant, perhaps, at this stage was the work of the 
popularizers. Beginning with Mrs. Marcet’s Conversations on Po- 
litical Economy, the first edition of which was published in 1816 (and 
praised by McCulloch as “perhaps the best introduction to the science 
that has yet appeared"), and Harriet Martineau's Illustrations of Po- 
litical Economy (1832-34), a stream of storybook economics became 
increasingly lyrical in praise of the classical doctrines. Never before 
or since has economics been, in Maria Edgeworth’s words, “d> much 
the fashion that distinguished ladies before engaging a governess for 
their children inquired about her competence to teach political econ- 
omy.” Miss Harriet Martineau became the most proliHc of these popu- 
larizers of what were deemed to be the unassailable truths of political 
economy. The scope of her writings, which after a brief visit to the 
United States extended into American affairs, challenges comparison 
with the confident omniscience of columnisu and radio commentators 
in our own day. Her tone became increasingly admonitory as she 
scolded the “philo-operative cant" of Charles Dickens, the "meddling 
legislation" of the Factory Acts, and the “inquisitorial annoyance" of 
the inspectors who, for the first time, were trying to enforce compliance 
with the laws requiring thp fencing of machinery to prevent industrial 
accidents. Her plea “to leave to workers in factories, as to other work- 
ers, the care of their own lives and limbs,” was published first in the 
Westminster Review and was reissued at a pamphlet by the National 
Association of Factory Occupiers. 

There is, of course, a great gap between the dignified, impersonal 
analysis of the economists and the popular literature which purported 
to translate their principles into simple language, and to apply those 
principles to current issues. In 1848, John Stuart Mill had published 
his Principles. This at once became the«tandard economic text whose* 
authority was almost unchallenged for the better part of a generation. 
Studiously trained from his earliest infancy. Mill carried throughout 
his adult life th*e impress of his father's and Ricardo’s influence. A 
noble and sympathetic figure himself, he is characteristic of the liberal 
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philosoph)^ at its best. He did Hot hesitate to admit error when con- 
vinced of it, or to espouse unpopular causes. His essay OnJLiberty will 
long be read 4s an^uthoritative statement of the liberal creed. Anotlier 
of his essays, On the Subjection of Women, in which he advocated 
political and economic equality of the sexes, wasPa (purageous break 
with convention, and he lent the great weight of his iuuthority in later 
life to a sympathetic attitude toward social reforyi. No small part of 
this later development was clearly due, as he himself bore witness, to 
the influence of Mrs. Harriet Taylor, whom he married in 1851.^® 
Nevertheless, the economic argument of Mill’s Principles wis 
primarily a restatement of the classical political economy. This is 
particularly true of the chapters on international trade. The summary 
statement of the classical theory which follows in the next chaptet 
is based upon Mill’s exposition. It is important to restate this theory, 
both because it was the accepted and authoritative doctrine upon 
which the free-trade movement rested its case in the latter half of the 
nineteenth century; and because it contains all the essential theorems 
which are still repeated in modern textbooks. The modern equilib- 
rium theory is stated more broadly than the classical theory of inter- 
national trade, and must take account of many complications arising 
from the changed conditions of present-day economic activity and its 
regulation. But it is still cast in the classical mold, the outline of which 
was roughed out by Ricardo and polished by John Stuart Mill. 

Cf. John Stuart Mill, Autobiography, p. 247: “What was abstract and purely scientific 
was generally mine; the properly human element came from her: in all that con- 
cerned society and progress, I was her pupil, alike in boldness of speculation and cautious- 
ness of practical judgment.” 



CHAPTER VII 


THE CLASSICAL THEORY OF 
INTERNATIONAL TRADE 


ITS ASSUMPTIONS AND CONTENT 

No OTHER aspect of economic activity has led to more confused argu- 
ment at cross-purposes than has foreign trade. The confusion arises 
largely because the questions at issue are so often discussed from the 
angle of particular experience and interest. The individual producer, 
trader, or consumer, however practical and expert he may be in his 
own affairs, cannot from his own experience give a complete answer 
to the questions that are under discussion. These questions are con- 
(erned with the social consequences of trading activities, with the 
effects of trading transactions upon the community as a whole. 

There are three main groups of questions to be answered. The first 
is concerned with the reasons why trade becomes possible. Individual 
traders import and export because they can buy goods cheaply in 
one country and make profits by selling them in another. Their 
profits, made by transporting goods from where they are cheap to 
where their price is higher, are to them a sufficient reason for trading. 
But how does it happen that the prices of these goods are cheaper in 
one country than in another? Why i# it that in recent decades the 
United States has tended to export manufactured goods rather than 
agricultural products? Why is Brazil a great exporter of coffee, Aus- 
tralia of wool, Denmark of butter, and Inflia of tea? 

The second group of questions is concerned with the way trade is 
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financed. Every praxlucer expects to-be paid, promptly and in his own 
currency, for the goods he sells. Some of these goo^ maylie exported 
to a foreign tourttry. The foreign importer who receives them does 
not expect to pay for them until they are in his^ hands, and then he 
does so by payment in his currency. When a Frenchman pays francs 
for American cotton, how are these francs transforined into dollars 
which the American cotton grower can use? The individual trader 
need not worry about the processes by which payments are transferred 
from one currency to another. Even the bankers who handle the book- 
keeping are not directly concerned with the effect which their book- 
keeping has on the national currencies, on the prices of goods ana 
services measured in them, and ultimately on economic activity and 
employment in the countries concerned. But these are the main topics 
of popular argument. Should we lend dollars for reconstruction and'< 
development of foreign countries, so that they may import from us 
and help keep employment at a high level in the United States? How 
will the expenditure of these dollars affect prices in the United States? 
Should we insist upon the other members of the International 
Monetary Fund co-operating with us to keep the exchange rates 
stable? 

The third set of questions is concerned with the advantages to be 
gained by trading, and with the division of these gains among the 
trading countries. Here again the trader’s answer is simple but in- 
adequate for our purposes. He imports because he can buy foreign 
goods cheaply and sell them at a profit. He exports because he can get 
higher prices in the foreign than in the hpme market. In either case 
he makes a profit. But what effect do his transactions have on his 
fellow citizens, and on the national community as a whole? The im- 
ported goods compete, directly or indirectly, with home products. 
These home products are displaced to some extent or their prices are 
lowered. Is the community as a whole better off by reason of the 
cheaper imports, or worse off because the home products have been 
cheapened? 

, The producer whose goods have suffered from the competition of 
imports has no doubt of the injury he has received. The benefits have 
accrued to someone else. How is the balance to be struck for the com- 
munity as a whole? The answer to this question would be simpler if it 
could be confined to a balancing of benefits and of injuries to groups 
within the same national community. But in fact there is always a 
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cross-conflict so that the argument becomes confused by rjsfcrence to 
national as veil as to group interests. The producers in the exporting 
country and the consumers in the importing countjy ol>viousIy want 
to increase their trade; while the consumers in the exporting country 
and the producers iA the importing country share a contrary interest. 
Thus, in the firi|: half of the nineteenth century the English cotton 
manufacturers led^the free-trade movement and finally persuaded 
Parliament that the national interest demanded abolition of the pro- 
tective duties on wheat. The cotton growers in the United States were 
free traders also, but in the long run they failed to persuade Congpress 
that it was in the national interest to reduce the duties on British 
manufactured goods. 

These then are the three main aspects of the theory of international 
trade — first, an explanation and delimitation of the conditiorA which 
make it profitable for individuals to trade across national boundaries; 
second, an explanation of the way payments are transferred or offset 
between national currency systems, and also of how these currencies 
and the economic activity they serve react to the balancing process; 
and finally, an analysis of how the gain from trade is divided between 
the trading countries. 

It is not surprising that economic theory developed first in the field 
of foreign trade. The complicated conflicts of interest within and 
across national boundaries; the subtle and often delayed or hidden 
reactions of international payments upon national currencies and 
price levels, and ultimately upon production and employment; and 
the baffling difficulties of any attempt to estimate the national interest 
as a whole and to measure the division of the gains from trade — these 
are questions that cannot be answered by reference to the limited and 
partial experience of individuals or interested groups. 

The main reason why it is necessary to devote special attention to 
international, as distinct from domestic, trade lies in the fact that the 
political organization of tl.e world into sovereign nation-states leads 
to a conflict between national and cosmopolitan interests or -values. 
Apart altogether from such obstacles as import and export duties 
deliberately imposed by governments »to check or control dealingsT 
with foreigners, there are many difficulties in international trade. 
These arise from differences in legal and tax systems, in standards, 
weights and me^ures, in technical equipment and industrial struc- 
ture, in consumers* preferences, and often in language. It is true that 
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many of them arise to some extent in the domestic trade of most 
countries, irfut thert is sufficient difference of degree in the difficulties 
which traders must fa& in dealing with citizens of another country, 
to constitute a* difl^rence in kind. 

The mere fact that each sovereign state operates a uniform currency 
system within its territory independent of all othjr currencies is 
sufficient to distinguish international from domestic trade. Indeed, 
the major interest of international trade theory ^is and always has 
been centered on the balancing of international payments, and on the 
repercussions of this balancing process upon the monetary systems, 
and therefore on the domestic economic activity of the trading 
countries. 

As long as nation-states retain their sovereignty there can be little 
substanae in the assertion that the theory of international trade is 
simply an aspect of the theory which explains the location Of industry. 
In regard to the conditions in which international trade arises and 
the limits within which such trade is possible, there is something to 
be learned from the theory which analyzes the forces determining in- 
dustrial location. Economists have studied the forces that haye caused 
industries to develop in particular regions. Climatic factors are im- 
portant. Transport costs must be minimized, so that manufacturing 
sometimes develops at the source of raw materials, or close to the 
market, or at a midway point between the source of raw materials 
and the main market for the manufactured product. The availability 
of power, the supply of labor, and many other factors must be con- 
sidered. All •these considerations enter into the international as well 
as the national location of industry. But this is by no means the whole 
or even the most important aspect of international trade theory. 

Increasingly, modern economists have come to feel that the most 
direct and realistic approach to a discussion of the whole theory of- 
international trade is to treat it simply as a special and somewhat more 
complicated case of interregional trade. There is much to be said for 
this approach. The classical treatment of international trade which 
will be summarized in this chapter was based upon assumptions differ- 
ent from those used in discussing domestic trade. Many of those as- 
sumptions were implicit, rather than explicit, in the writings of the 
classical economists, and their implications are often overlooked. It 
is necessary, therefore, to m^ke these assumptions exp4icit before pro- 
ceeding to discuss the main theorems by which the ^classical econo- 
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mists explained the nature and consequences of international trade. 

Anyone who for the first time reads David Ricatdo, or^even John 
Stuart Mill, must be struck with the brevity and elliptical character 
of their arguments. In Ricardo’s Principies only one short chapter 
is devoted specifically to international trade, and that chapter starts 
with the categoAcal statement, “No extension of foreign trade will 
immediately increase the amount of value in a country, although it 
will very powerful!^ contribute to increase the mass of commodities, 
and therefore the sum of enjoyments.” This in itself demands a whole 
series of definitions and explanations before it can be intelligible to 
the ordinary reader. In his Principles of Political Economy^ John 
Stuart Mill treats the various problems at greater length, but even 
his treatment is based on assumptions that need to be made explicit. 
To state this is not a criticism of the classical theory. All theory must 
be abstract. Thinking is necessarily a process of abstraction from the 
immaterial and irrelevant aspects of a question in order to concentrate 
on essentials. The assumptions must be examined to discover how 
far they achieve this concentration. 

The theory of international trade first outlined by Ricardo and 
later systematized by John Stuart Mill was based upon three major, 
and a number of minor, assumptions. What the classical economists 
constructed was an abstract model. They defined international trade 
for the purpose of their analysis, as the exchange of goods which took 
place in the conditions which they assumed to represent the funda- 
mental, irreducible skeleton of essential trading relationships. Such 
a model could never be and was not intended to be realistic. Its pur- 
pose was to discard the unessential detail which complicates and ob- 
scures the working of fundamental principles. The conclusions drawn 
from analysis of such an abstract model must always be modified be- 
fore they can be safely applied to actual conditions in the world of 
reality. The usefulness of the model depends upon the skill of the 
theorists in choosing assumptions and definitions which correspond 
with the essential realities of the trading world. 

The three major assumptions of classical theory were: (i) that 
within a country labor and capital moved freely and without friction 
(s) that between countries they did not move at all; and ($) that the 
supply of money consisted of gold or gold substitutes which necessarily 
were adjusted automatically to trading needs. 

It should be emphasized that the classical economists were trying 
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to discover the fundamental and permanent relationships of cause and 
effect in trading across national boundaries. Therefore they confined 
their analysis* to t|he long-run conditions that would be established 
when temporary dislocations of production and employment had been 
resolved. They did not concern themselves with tSicsr short-run tem- 
porary dislocations, since they believed that in a co/ipetitive system 
the labor and capital displaced by imports would ^id alternative em- 
ployment. This is the meaning of their first major assumption — that 
within a country labor and capital moved freely and without friction. 
As early as 1819 however, Mathew Carey was impressed by the fact 
that the flood of imports into the United States, with the expansion 
of British production and trade at the close of the Napoleonic Wars, 
had caused widespread unemployment among American craftsmen. 

He tfierefore attacked this first assumption of the classical theory 
with great vigor. Where, he asked, were these craftsmen to find al- 
ternative employment? The reply of the classical economists was that 
they were concerned with the long run, and that in the long run the 
displaced craftsmen would be absorbed into other industries in which 
the United States had a comparative advantage in production costs. 
In their view, the appearance of temporary unemployment was a 
complicating detail which did not invalidate the logical conclusions 
of their theory. These conclusions were unassailable, granted the as- 
sumptions upon which the theory rested. Carey’s view was that, theory 
or no theory, the unemployment was real. Hence, he argued, the as- 
sumptions were so unrealistic as to make the theory useless and mis- 
leading. 

In regard to the second assumption, John Stuart Mill made it clear 
that he was aware that the assumptions of the classical theory did not 
correspond with reality. He recognized that there was a growing 
tendency for both labor and capital to move more freely between 
countries, so that in practice the distinction between domestic and 
international trade was not as sharp as it was assumed to be in the 
model set up for analysis.^ For the purpose of this analysis, he defined 

^ 1 Cf. J. S. Mill. Principles of Political Economy (Ashley cd.). London. 1921, p. 575: 
“If capital removed to remote parts of the world as readily, and for as small an induce 
ment. as it moves to another quarter of the same town; if people would transport their 
manufactories to America or China whenever they could save a small percentage in theii 
expenses by it; prolits would l)e alike (or equivalent) all over the world, and all things 
would be produced in the places wlrcre the same labour and capital*would produce them 
in greatest quantity and of best quality. A tendency may, even now^bc observed towards 
such a state of things; capital is becoming more and more cosmopolitan; there 1$ so much 
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international trade as the exchange of goods between areas among 
which laboi' and capital could not be transferred. This definition led 
him to remark that certain kinds of international tAde arhich did not 
conform to his defin^ition should be discussed as if they were species of 
domestic trade, ^hus he considered the trade between England and 
the West Indies being similar to the trade between town and coun- 
try, rather than to^temational trade as he defined it. Obviously this 
almost casual exclusion of certain categories of international trade 
from the model being analyzed limited the validity of the conclusions 
drawn from the analysis. A great and growing part of the international 
trade of the latter nineteenth century was of the kind which Mill ex- 
cluded by his definition from consideration in the classical analysis.- 
The fact is that the precision of the classical doctrines was achieved 
only by defining international trade in a way which was highly limited 
and artificial, even in Ricardo’s own time. The model constructed 
for analysis was admirably fitted to throw light upon the questions 
which the classical economists were concerned to study. These were 
the fundamental principles of international trade in the conditions 
assumed. But those conditions excluded much of the developing trade 
even of their time. 

Since by definition the classical theory arbitrarily excluded the 
transference of capital and labor between nations, it was, in terms 
commonly though not very appropriately used, a static rather than a 
dynamic theory. It was confined to a consideration of the long-run 
consequences of trade between two communities at a given moment, 
given the resources available to each community at that moment. It 
did not attempt to deal with the development of trade over a period 
of time. It is true tliat John Stuart Mill admitted as an exception the 
validity of the argument for protection in appropriate circumstances 
to growing industries — the infant-industry argument — but this formed 
no part of the classical doctrine. The infant-industry argument had 

greater siinilarity of manners and institutions than formerly, and so much less alienation 
of feeling, among the more civilized countries, that both population and capita) now 
move frt>m one of those countries to another on much less temptation than heretofore." 

^ * Cf. John H. Williams. "The Theory of International Trade Reconsidered." Economic i 

Journal, Vol. XXXIX. No. 154, June 1929. p. 208: ^'On these precise principles. England 
had found it convenient to produce wheat and meat (and for that purpose to export 
capital) in Argentina, gold and wool in Australia, minerals and food products in Africa. 

materials and (opds in the United States and Canada through the greater part of 
their history; nor was her nineteenth century trade* with Western Europe devoid of 
these same character&tics. though there the goods trade and the movement of capital 
'verc not so directly and obviously linked tc^thcr." 
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been common in Mercantilist literature; bujt the Ricardian theory ex- 
cluded it from consideration by defining international trade in such 
a way as to exclude the possibility that capital and labor might be 
attracted to a developing country of abundant Resources. Thus the 
classical theory was a snapshot rather than a movie — explanation of 
why and how international trade is carried on at a psirticular moment 
of time rather than an explanation of economic development over a 
period of time. 

The third major assumption was that the money used as a standard 
of value consisted of coins, or notes redeemable in coin or bullion, and 
that the coins circulated at their value as bullion. This money was as- 
sumed to be convertible into gold or silver bars and to be freely ex- 
changecble either as coin or as bullion between countries. Its value 
was fixed at its bullion value, and the rate of exchange between two 
currencies was easily calculated by comparing the intrinsic value of 
the precious metal in their coins. In these conditions, the supply oP 
the precious metals would automatically adjust itself to the needs of 
trade in each country. 

This is one of the key positions of both Ricardo and John Stuart 
Mill,^ They believed that there was nothing that governments could 
do about this. If they issued paper money beyond the amount that 
the public would accept in the belief that these notes could at any 
moment be converted into gold, the surplus issue would be cashed 
and the government would have to redeem it with gold or silver from 
its reserves. If the notes were made inconvertible, their value would 
fall and the price of gold (and of all commodities) as measured in the 
paper money would rise in proportion to their overissue. This was 
Ricardo's argument in his first pamphlet (1810) entitled The High 
Price of Bullion a Proof of the Depreciation of Bank Notes, The con- 
clusion drawn by the classical theorists was that governments must 
accept the fact that the only true money (gold and silver) was beyond 

« C£. J. S. Mill’s Principles, p. 625: “The result of the preceding discussion cannot be 
better summed up than in the words of Ricardo. ‘Gold and silver having been chosen 
for the general medium of circulation, they are, by the competition of commerce, dis- 
tributed in such proportions amongsti the different countries of the world as to accom- 
modate themselves to the natural traflic which would take place if no such metals existed, 
and the trade between countries were purely a trade of barter.’ Of this principle, so 
fertile in consequences, previous to which the theory- of foreign trade was an unintelligible 
chaos, Mr. Ricardo, though he (jlid not pursue it into its ramifications, was the real 
originator, No writer who preceded him appears to have had a ^impse of it: and few 
arc those who even since his time have had an adequate conception of its scientific 
value.'’ 



THE CLASSICAL THEORY OF INTERNATIONAL TRADE 177 

their control. All the elaborate mercantilist devices for increasing the 
national supplies of treasure were self-defeating. 'Money* accommo- 
dated itself to the needs of trade, ff governmen^u i^ued inferior 
monetary substitutes, their value would ^depreciate. "There was no 
place, therefore|in the classical theory for positive monetary policies 
designed to maintain full employment or to combat depressions. 

The classical i\eory of international trade made use, implicitly or 
explicitly, of many other assumptions which can be regarded as being 
necessary in order to simplify the analysis. This is the usual procedure 
in a complicated problem. It is the only available procedure in the 
analysis of economic questions; but it must be used cautiously since 
it assumes that many of the factors in the problem remain unchanged. 
Thus the classical economists assumed that trade was conducted be- 
tween two countries only, and that each of them produced cnly two 
commodities. Later economists have shown that trade between more 
than two countries, covering a wide range of commodities, introduces 
complications that are important; but they have been able to restate 
the classical theory so as to take these questions into consideration. 
In the same way transport costs were ignored by the classical econo- 
mists who assumed also that the goods traded were produced at a con- 
stant cost per unit — that there were no cost advantages or disad- 
vantages in increasing or decreasing the scale of production. Another 
assumption of the classical theory was that costs could be measured in 
labor time. This was in accordance with the theory of value held at 
the time — that labor time expended in production was the cause and 
the measure of value. As with the other working assumptions this 
assumption of labor cost may be replaced by more modem concepts 
of value without changing the essential character of the classical 
analysis. 

What is important for our purpose is the fact that the theories of 
the classical school are valid only upon the basis of the three major 
assumptions stated above. The main theorems that were built upon 
these assumptions constituted a complete system of thought answer- 
ing the three major groups of questions set forth at the beginning 
of this chapter. The first theorem, knov(n as the theory of comparativei 
costs, explains the conditions in which trade will arise. The second 
theorem, known as the price specie-flow theory, explains how pay- 
ments are mad^ between national currency systems. A corollary of 
this theorem explains how, in the process of making payments, the 
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precious metals are distributed among countries in accordance with 
trading needs. The third theorem, to which Mill gave the«name of the 
theory of international values, is now known as the theory of reciprocal 
demand. It explains how the terms of trade are arrived at, and how 
the gains from trade are divided between natirfns. /Together, these 
three theorems constituted a closed and rigorous system. It was the 
first and until quite recently the most useful, in(J/,ed the only, com- 
plete and rigorous theory available to explain the workings of in- 
ternational trade. 

Given the assumptions on which it is based, this classical theory is 
unassailable. It is very helpful in explaining how trade is carried on 
between mutually exclusive, non-competing groups. It is important to 
present the classical theory here in its complete form because it 
formed^the basis of the practical arguments by which the laissez-faire 
case for free trade was carried to practical triumph in England in the 
course of the nineteenth century. It was therefore immensely influen- 
tial in shaping our modern trading world. Moreover, the classical 
theory, though never lacking critics, was then generally accepted as 
valid by economists. Today there is an increasing recognition of the 
extent to which its assumptions were chosen to throw light upon the 
questions of policy selected for study. There is also a growing rejection 
of the laissez-faire philosophy on which these assumptions ultimately 
rest. Most economists would still urge the case for international eco- 
nomic co-operation, but few would now rest that case upon the classi- 
cal theory. However, it is necessary to understand that theory, both 
because it was so powerful in the past and because a thorough under- 
standing of it is the best point of departure from which to construct 
a theory more appropriate to present circumstances. 

THE TERRITORIAL DIVISION OF LABOR 

A trader, alert for profit, will buy wherever he can do so cheaply. 
If he buys outside his own country for sale within it, or buys at home 
to sell abroad, he must calculate many extra costs — transport, taxes, 
the cost of transferring payment, and usually a great deal of paper work 
*in meeting tax and statistical requirements at the frontiers. In new 
or poorly organized trades, he must often take a risk on the quality 
of the product or on its acceptance by consumers. The difference in 
price bi^ween the home and foreign market must usually be consider- 
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able if he is to face all these expensive complications in tracing across 
national frontiers. 

In course of time, however, internatidnal trade^tenfls to become 
canalized and to sonje extent standardized. The quality of the product 
and the sources^of supply become known; trading connections are 
organized; the ct^umers’ demand can be estimated; transport, duty, 
and other costs are known; and the paper work can be reduced to 
routine. Goods can then move from country to country along estab- 
lished routes whenever a somewhat narrow price differential make.s 
such movement profitable. . 

Whether the trade is new and somewhat hazardous or well-estab- 
lished and moving as the result of close profit calculations based on 
long experience, it is this price differential which causes it tq move. 
Apart from exceptional cases where the market is miscalculated, no 
trader ever goes to the trouble of buying in a foreign market goods he 
can buy more cheaply at home. He buys abroad because the price of 
a commodity is cheaper there in the simple and absolute sense. 

The classical economists were practical men. They knew how trade 
was carried on. Ricardo, for example, stated clearly that trade arose as 
a result of absolute price differences.* After all he was a successful 
stock-exchange broker, perfectly familiar with practical business 
methods, and not likely to invent a theory which would seem non- 
sensical to his business associates. But unlike the majority of them, he 
was concerned to probe into the reasons why cloth could be bought 
cheaply in England and sold in Portugal at a profit. The conclusion 
to which he came was this. If traders were left alone to pursue their 
own profit by buying in the cheapest and selling in the dearest market, 
the result of their activities in the long run would be that each coun- 
try would come to specialize on producing and exporting those com- 
modities in which its comparative advantage, as measured in labor 
cost, was greatest. 

* David Ricardo, Principles of Political Economy and Taxation, Ch. Vll, "Every tram^ 
action in cominerce is an independent transaction. Whilst a merchant can buy cloth in 
England for £45, and sell it with the usual profit in Portugal, he will continue to export 
it from England. His business simply is to purchase English cloth and pay for it by a* 
: hill of exchange, which he purchases with Portuguese money. It is to him of no im- 
portance what l^ecoines of this money: he has discharged his debt by remittance of the 
hill. His transaction is undoubtedly regulated by the terms on which he can obtain this 
hill, but they are known to him at the time; and tlje cau.ses which may influence the 
market price of bills.»or the rate of exchange, is no consideration of his," 
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This theory, orlaw of comparative cost or of comparative advantage, 
is now associated with Ricardo’s name, though Robert Torrens was 
perhaps the first to state it. Ricardo himself did not use this exact 
phraseology. His followers regarded it as his greatest contribution to 
economic science, and the case for free trade came to be postulated 
upon it. It is of some importance, therefore, to get^ clear understand- 
ing of what this theory of comparative cost purported to prove. 

Earlier economists, notably Adam Smith, had made a strong case for 
free trade by demonstrating the advantages of specialization, or of 
what Torrens in a happy phrase later called the territorial division of 
labor. But they had been content to argue their case for free trader on 
the broad ground of the advantages of specialization. It is relatively 
easy ta demonstrate the simple truth that it pays to specialize. Indiwd- 
ual experience can be drawn upon to show that any person can ma^- 
mize his productivity by concentrating upon those things which yield 
the best return for his time. \ 

Within any country, as between countries, there are clear cases of 
regional specialization based on the advantages offered by climatic or 
other assets. In California for example, agriculture is highly organized 
on the basis of a scientific appraisal of soil, climate, and other pro- 
duction factors. Around each specialized industry appropriate services 
are organized, often co-operatively. Castroville concentrates on arti- 
chokes, advertising itself as “the artichoke center of the world,” and 
buying from other areas many products which it could grow from its 
own soil. This is a good example of the exploitation of comparative 
advantages based on natural conditions. In the same way, Hawaii 
cultivates its three major crops — tourists, sugar, and pineapples — and 
imports most of its vegetables from California. 

Regional specialization, leading to a territorial division of labor be- 
tween countries, was the basis of Adam Smith’s argument for free 
trade. He argued that if competition is not interfered with, it will lead 
to this kind of specialization and will thereby maximize production 
within each country, and in the whole trading world. It is an essential 
part of the free-trade argum,ent that every country which specializes 
upon the production of those commodities which enable it to partici- 
pate in international trade will share to some extent in the gains from 
trader. The division of the; gains may be unequal and may vary from 
time to time, but every trading country will find its national income 
increased by trading. 
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Many of the earlier mercantilist writers had not^ the advantages of 
specialization, but, as Adam Smith did, they based their discussion 
upon such natural advantages as climate and geographical situation. 
Unlike Ricardo, they did not assume that enterprise, labor, and capi- 
tal were confined Within national boundaries. Indeed, Adam Smith 
pointed out thaij|merchants were not necessarily citizens of any particu- 
lar country and climmented upon the lack of patriotic sentiment in 
business. It is true that he wrote before the advent of factories de- 
pendent on steam power. But he was very emphatic that “a very tri- 
fling disgust will make him (the merchant) remove his capital, and 
together with it all the industry which it supports, from one country 
to another.*’ 

The conclusion that goods would be produced in the countries 
where their real costs of production were lowest, and that la*bor and 
capital would be attracted to those countries where production costs 
were low, was unpalatable to those who like Ricardo were concerned 
to make a case for free trade. In order to make this case on laissez-faire 
grounds, it was necessary to meet the protectionist argument that un- 
der free trade industries might move to countries where natural re- 
sources were abundant and labor costs cheap. Such movement clearly 
took place within national boundaries, but the Ricardians assumed 
that labor, capital, and enterprise were immobile internationally. In- 
ternational trade was defined as taking place between areas where such 
transfers were impossible. Upon the basis of this definition, the Ri- 
cardians developed the law of comparative cost. The international 
distribution of productive resources was taken as fixed. 

The novelty of the classical theory of international trade was this 
contention embodied in the law of comparative cost. That is to say, if 
traders were left free, their activities would result in each country 
concentrating upon the production and export of those commodities 
in which its costs (as measured in labor time) were lowest as compared 
with other commodities which it might produce. Each country would 
import those commodities in which its labor costs were greatest. It 
would import such commodities, even if they could be produced at a 
lower real cost at home, in order to gain the greater advantage of 
specializing upon those commodities whose labor costs were still 
lower. This did^not necessarily mean that commodities would always 
be produced in the country of lowest real tosts. Indeed Ricardo was at 
pains to deny this conclusion, and if his assumption of international 
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immobility &£ the factors of production is granted, his denial is clearly 
logical. 

The law of com|£arative cost is best stated by using Ricardo’s own 
arithmetical illustration. He assumed that England could produce a 
quantity of cloth with the labor of lOO men for a year,/and a quantity 
of wine with the labor of lao men for a year. In Pw tugal the same 
quantities of cloth could be produced by the labor^f 90 men and of 
wine by the labor of 80 men. Both cloth and wine, therefore, could be 
produced more cheaply (in terms of real cost measured in labor time) 
in Portugal. Upon the reasoning of earlier economists, there would 
be a tendency for the production of both to increase in Portugal. 
Ricardo, however, assuming that capital and labor could not mbve 
from England to Portugal, demonstrated that both countries woiild 
gain if England concentrated on cloth and Portugal on wine. If each 
country was of the same size, enough cloth for both could be produce 
in England by the labor of 200 men, leaving the labor of 20 men ip 
be used for other purposes. In Portugal enough wine for both coun- 
tries could be produced by the labor of 1 60 men, leaving the labor of 
to men free. Assuming the complete mobility of labor and capital 
within each country, it followed that this freed labor would be quickly 
absorbed in other employment. Each country would then be better 
off by concentrating on the kind of production in which it had the 
greatest comparative advantage. 

This is the arithmetic which critics have called "unreal.” Later 
economists have challenged this reasoning, based upon the simple case 
of two countries and two commodities, in that it ignores transport costs 
and other frictions and hindrances, and assumes constant costs per 
unit of production. These critics do not deny that, even in the case 
of trade with a third country, where one country might expand its 
exports at the other’s expense, trade would continue. But th§y claim 
that the displaced country’s trade would have to be conducted on less 
favorable terms than in the absence of the new competition. Much of 
the controversy pivots on the question of how the gains from trade 
will be divided. This aspect of the classical doctrine will be considered 
later. Here we are concerned only with the general validity of the law 
of comparative cost. 

It is clear that whatever validity the classical theory may have de- 
pends upon the assumption that labor cosu corre^nd, at least 
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roughly, with the money costs by which trade is operated tn practice.* 
EtonomistS'have long since abandoned the notion that labor cost, how- 
ever measured, is the ultimate determinant and mcibsure of value. La- 
bor cost has become a kind of symbol or token of real costs, as distinct 
from money coilts, of production. These real costs consist of the actual 
labor, resouTces^i^pital, and organizing skill devoted to producing a 
particular comm^ity. But how are these real costs to be measured un- 
less by assuming that they are reflected in money costs? And if we as- 
sume this, why not make the analysis of real costs directly in terms of 
money costs? The classical economists did not give much more than 
passing attention to this question. They were mostly content with the 
simple demonstration of the comparative-cost theory based only on 
labor costs which seenj^d to afford a conclusive justiflcation of the free- 
trade doctrine. 

Modem economists however are not content with this attitude. 
They are aware that the measurement of comparative advantage in 
terms of money costs is more complicated, and that it blurs the simple 
argument for free trade. They prefer, however, to seek the true and 
more complex explanation of the conditions in which trade arises, 
even though the case for free trade may seem less clear in consequence. 

It is not necessary to abandon the case for territorial specialization, 
or the theory of comparative cost, simply because it can be shown 
that even in Ricardo’s day the factors of production were not entirely 
immobile between countries. The modern explanation of interna- 
tional trade runs in terms of the most profitable combination of the 
factors of production in different countries. Thus where labor is 
abundant and capital is scarce, there is likely to be a comparative ad- 
vantage in producing goods with a high proportion of labor cost. 
Where technical and organizing skills are lacking, the export of 
simple raw materials is more likely than that of highly manufactured 
commodities. And where capital is abundant and organization is at a 
high level, there will tend to be a comparative advantage in concen- 
trating upon complex manufactures. 

The modern theory takes into account the advantages of speciali- 

• 

^ Jacob Viner, Studies in the Theory of International Trade, New York, 1937, p. 493: 
"Unless the" prices of commodities within a country are at least roughly proportional to 
their real costa, the doctrine of comparative costs is insufficient to establish a presump> 
tiock of free trade anil, in fact, may provide a presun^tion in favor of interference with 
trade in order to bring it into conformity with comparative real costs/* 
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zation basM not only upon climatic and geographical differences in 
the endowment of various countries, but upon economic brganization. 
It recognize# that economic organization (and therefore the utility 
of the natural endowment) depends in part upcm trade, as trade de- 
pends upon the endowment. What may be useless ipck in a country 
without transport may be valuable ore when tryc develops. Con- 
versely, valuable ore may become useless rock i^rade ceases. Thus 
comparative cost or comparative advantage is more complex, more 
flexible, less easily determined, and more flSeting, than the simplified 
teaching derived from the analysis of the classical economists often 
made it appear to be. 

Even a relative immobility of the factors of production — ^eater 
diflficu\fy in transferring resources between countries than within a 
country — is sufficient to warrant the formulation of a theory ofWom- 
parative advantage. As long as there is a relative immobility o^ the 
factors of production, it is clear that, in the absence of government 
restrictions, trade will continue because it brings mutual benefits. 
If labor and capital cannot move, the goods they produce will be ex- 
changed. In many important respects the recent strengthening of 
nationalism has made this assumption of immobility more realistic 
than it was in the nineteenth century. Men and equipment are now 
less free to move between countries. 

The theory of comparative advantage, therefore, contains a truth 
that ought not to be lost — the truth that the territorial division of 
labor brought about by allowing economic forces to operate brings 
the best total use of the world’s resources and the maximum of total 
productivity. The benefits may be divided differently among the 
countries concerned as trading conditions change, but trade will con- 
tinue because of the uneven proportions in which the factors of pro- 
duction are combined in different countries. The mere fact of con- 
tinuance is prima-facie proof of mutual benefit. Indeed, if there is a 
definite limit to some factor of production — for example, a limited 
amount of agricultural land — the extreme case of the comparative- 
^cost theory may occur. It may pay a community to specialize on the 
most advantageous use of its limited factor, such as land, even if this 
means importing goods and services which might be produced more 
cheaply on the spot. 

It would seem wise not to be too hasty about rejecding the practical 
deductions drawn from the classical theory because of the imp^rfec- 
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tions we can now see in the manner of its first presentation. The ex- 
perimental scientists have gone beyond Newtonian physics, but they 
do not reject the law of gravity, or speak disrespectfiully«of its author. 
We cannot expect the classical formulation of the theory to suit our 
modem needs. I|i more than a cempry, it would be strange indeed if 
we had no^ come to a fuller understanding of the phenomena in- 
volved, and if the phenomena themselves had not changed. 

In two important fields of inquiry the classical theory was precluded 
by its assumptions from taking into account problems which we now 
recognize as important. The first is the distributive problem. If enter- 
prise and capital can in fact move with relative freedom, while labor 
is less mobile, it is obvious that trade may lead to a shift in the dis- 
tribution of income to the detriment of the labor which is immobile. 
Thus New England capital and enterprise may find it profitable to 
set up cotton mills in Puerto Rico to supply the local market. What 
then happens to the cotton worker in Nashua? The classical econo- 
mists could not attack this problem as long as they assumed that all 
the factors of production were immobile. When the problem was 
forced on their successors, it was argued that the displaced labor would 
be absorbed in other industries in which New England had a com- 
parative advantage. But these other industries tend more and more 
to consist of financial, commercial, and shipping services which do not 
offer employment opportunities to the displaced cotton operatives. 

The second field of inquiry from which classical theory was debarred 
by its assumptions is that of economic development, which is now 
much discussed as many countries seek to industrialize. It is true that 
the followers of the classical school broadened the theory of inter- 
national trade somewhat so as to -take the movement of capital into 
account. It is also true that some preliminary effort has been made to 
develop a separate theory of capital movements. But the complicated 
economic relations between advanced and backward economic areas 
are only now being studied scientifically. It seems rather silly to start 
by assuming that the phenomenon we wish to study does not exist, and 
then proceed to modify our conclusions by admitting that it does. 
Clearly a new approach is necessary, and*thi$ approach is being worked* 
out by considering international trade as a special complicated case of 
trade in general,, 

This new appi;oach is undoubtedly practical. Yet, it seems clear that 
some residue of the classical theory will survive. In that residue will 
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be found tht truth ^embodied in the theory of comparative advantage 
— that the best results for the trading world will in the long run accrue 
from working oui? a pattern of territorial specialization and inter- 
change that makes the most efficient use of available resources and 
capacities in the different trading countries. Tfies4^ resources and 
capacities are in part determined by natural caus^^-there is not a 
great deal man can do about climate, or about the uneven distribu- 
tion of minerals and soil fertility. But man can do a good deal about 
the numbers and technical capacity of the world’s peoples, their capi- 
tal equipment, and their institutional arrangements. In our own time 
we have seen startling examples of this fact, and a modern thepry of 
international economic relations must take such processes of change 
and development into consideration. 

THE BALANCING OF PAYMENTS 

In order to explain how payments are balanced between natickpal 
economies, the classical economists elaborated David Hume’s price 
specie-flow theory. Thereby they explained the balancing of inter- 
national payments and demonstrated how the precious metals were 
distributed in accordance with the needs of trade. This price specie- 
flow theory was the second major theorem of the classical theory of 
international trade. Together with its corollary it provided an an- 
swer to the second group of questions noted earlier in this chapter. 
That is to say those connected with the balancing of payments between 
national economies. 

In this field the classical economists had less need to resort to 
hypothetical and somewhat tortuous reasoning. In 1752 David Hume 
had shown how national currency systems and price levels were con- 
nected by a pipeline through the balance of payments. He demon- 
strated that the flow of specie along this pipeline would automatically 
adjust the supply of currency, and thereby the level of prices in each 
trading country so that in and out payments for exports and imports 
would offset each other. What Hume had shown was that there were 
(WO aspects of this proposition. The movement of the precious metals 
adjusted prices and regulated the flow of trade, but at the same time 
that movement was responsive to trading needs. If prices went up in 
any country, bullion was then employed to purchase! commodities in 
other countries and, when bullion thus moved out of a country, prices 
came down. This neat counteraction was produced by reason of the 
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foct that the commodity value of gold was the same in countries. 

’ The classical economists refined and elaborated both aspects of this 
theory-— the processes by which the flow of specie EffeAed the balanc- 
ing of payments, and the manner in which this balancing distributed 
the precious n^tafs appropriately^ among the national currency sys- 
tems. Ricardo Id^mw his money market. The money market, however, 
was to undergo ^eat change, particularly in the latter part of the 
nineteenth century. It is necessary now to revise Ricardo’s theory, and 
to modify the practical policies to which it pointed. But in the con- 
fusion of the early nineteenth century the basic analysis was illuminat- 
ing, and it remains a good starting point from which to approach a 
study of the balancipg of payments in modern circumstances. 

In their exposition of the price specie-flow theory, the , classical 
economists assumed that money consists of coined precious metals. 
John Stuart Mill put it quite succinctly: “I shall use the terms Money 
and the Precious Metals indiscriminately. This may be done without 
leading to any error; it having been shown that the value of money, 
when it consists of the precious metals, or of a paper currency con- 
vertible into them on demand, is entirely governed by the value of 
the metals themselves: from which it never permanently differs, ex- 
cept by the expense of coinage when this is paid by the individual 
and not by the state.” 

Actually Ricardo wrote when the monetai'y circulation of England 
was inconvertible into gold. He was concerned with showing that 
when bank notes ceased to be convertible, their value in terms both of 
gold and of goods depended upon the extent of their issue. He was 
right in this thesis that the high price of bullion was proof of the de- 
preciation of bank notes through overissue. The dependence of de- 
preciation upon overissue was not as direct and simple as he believed, 
but it was a fact and the most important fact to emphasize. In analyz- 
ing the balancing of international payments, however, the classicists 
abstracted from the complication of inconvertible paper money. They 
were concerned with demonstrating that imports paid for exports. . 
To do so they assumed that money consisted of coin or of paper cur;; 
rency convertible into coin. 

The classical economists did not concern themselves with the com- 
plications in the balancing process that arose from fluctuations be- 
tween the precipus metals — gold and silver. Gresham’s Law— -that 
if two coinages circulated at their bullion value, the cheaper would * 
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drive the dearer from circulation — ^was well known. It had been 
made clear from centuries of experience that if an attempt was made 
to use both gbld ^nd silver as standard money, the result was likely 
to be that one or the other would disappear fromjcirculation because 
it was more valuable as bullion. Thus alternating shortages of gold 
and of silver would occur. England had come to r^ on gold when 
the Coinage Act of 1816 made gold the single stand^d of value. When 
specie payments which had been suspended in 1797 were resumed in 
1819, it was gold into which bank notes were made convertible. In the 
English monetary system silver became a subordinate element, coined 
at a token value. There was however an active market for silver. In 
India and the Far East it was the medium of circulation and of hoard- 
ing. Ary/ temporary surplus of silver was likely to find its way to the 
East on a relatively slight cheapening of the price. Moreover France 
and most of the continental countries were still at this time oh a 
double standard, as was the United States until 1873. \ 

Alterations in the gold price of silver, therefore, affected and re- 
flected the exchange between England and other countries. As long 
as current production of gold and silver was small in relation to the 
total accumulation available for monetary use, such price changes 
were small and did not put too great a strain on the exchange rates. 
However, the gold rush in California in 1849 Australia in 1851 

changed this situation abruptly.With the increased production of gold, 
there was an appreciation of silver which began to disappear from 
circulation. Although these developments, which were to disturb the 
relative values of the precious metals so seriously and to end in the 
virtually complete abandonment of silver as a monetary standard, 
began in 1849— the Y^^r after John Stuart Mill published his Prin- 
ciples — and were in full swing before Mill made his last revision in 
1862, he did not take them into account. Primarily this was because he 
was concerned with the fundamental principles and with keeping his 
exposition simple and concentrated on fundamentals. 

After the great gold discoveries in California and Australia, silver 
,was an expensive metal and hard to keep in circulation.The Latin 
Union, formed in 1865, united France and some of its neighboring 
countries in an agreement to maintain their currencies at par, and to 
keep the larger denominations of silver coins as standard money 
equally with gold. One incidental result was that England, the only 
country then on the gold standard, secured a passing advantage in its 
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exchange rates. Using the temporarily cheapened metal, k$ exports 
of commodities were encouraged and it built up its gold reserves. 
Soon, however, an abrupt reversal took place. Fronf i8^ on, metal- 
lurgical processes were discovered which improved the recovery of 
silver from lead c/res. These were widely used after what are now the 
Rocky Mountain ^ates were taken over by the United States from 
Mexico in 1848 anu* 1853. A flood of silver cheapened the metal in 
relation to gold, and silver was progressively demonetized. In 1873 
the United States went on to the gold standard. In the second half of 
the nineteenth century there was a great debate which extended over 
many countries over the use of silver. The efforts of silver producers, 
notably in the United States, to restore the monetary demand for 
silver are an echo of this debate which was one of the burning^ issues 
of the time. Despite such passionate utterances as William J^nings 
Bryan’s famous Cross of Gold speech ( 1 896), one country after another 
was forced to rely on gold as the single standard. 

John Stuart Mill wrote extensively on tlie development of deposit 
banking, but his exposition of the balancing of international pay- 
ments did not deal adequately with the important influence exerted 
by the growing use of credit as a means of payment. It will be recalled 
that the first joint-stock bank organized primarily as a bank of de- 
|X)sit had been established outside London in 1 826, and the first within 
the city had been established in 1833. The practice of making pay- 
ments by check had rapidly increased. Though economists hesitated 
to admit that checks were currency if not money, a great proportion 
of payments were being made by check in England by the middle of 
the nineteenth century.® 

The Bank Charter Act of 1 844 had incorporated the principle that 
beyond a fixed amount equal to the Bank of^ England’s long-standing 
advances to the government, every note issued by the Bank was to be 
backed by deposit of an equal value of gold in the reserve. This Act 
set a pattern which was to be followed in principle, though not in 
detail, by most other countries. The Act achieved, in a characteristi- 

« Despite the British economist, H. D. Macleod’t description of the word as *‘a mis- • 
chievoiis Yankeeism/' the use of the word cwrency as a synonym for money is at least 
as old as Adam Smith. The definition of money as consisting of legal tender, as distinct 
from currency (bank n|ptes) and credit, was not made by the classical economists, has never 
Ijeen accepted in popular usage, and is now diflicult tp justify. It seems* to have derived 
from the attempts ofmeo-classical writers to grapple with the new credit developments 
without abandoning the classical theory. 
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rall y F.ng ljsh way — by the use of historical precedents — ^what in other 
countries became a definitely proportioned reserve of gold against note 
issue. The b?nk notes supplemented by coin were used as till money 
and cash in circulation among banks and private individuals. The 
deposit banks, as a result of custom based on exptrietice, kept as “cash 
on hand or in the Bank of England” an amounypf notes, coin, or 
deposits in the Bank, equal at that time to about^ per cent of their 
deposits subject to call. These deposits subject to call were in fact 
largely created by the advances of the banks to their customers. Thus 
was developed an elastic credit system. If advances and deposits grew 
to the point where additional notes were needed in order to n^intain 
the conventional cash ratio, such notes could be issued onlyl by the 
deposit banks selling |to the Bank of England an equivalent ambunt of 
gold. By convention and custom the credit available to the community 
came to be proportioned to the amount of notes issued and this aWunt 
was in turn regulated by the gold placed in the reserve. \ 

• There was flexibility in these relations, particularly because not 
only the amount of credit but the rapidity of its turnover had to be 
reckoned in calculating xhe effectiveness of its use. The Bank of Eng- 
land began gradually to develop methods — primarily the alteration 
of its discount rate, supplemented by purchases or sales of government 
securities in the open market (open-market operations)-^to keep 
credit expansion or contraction within bounds. The inflow and out- 
flow of gold into the Bank reserve was largely influenced by the 
balance of payments. Thus were developed the delicate, and on the 
whole, effective mechanisms of the balancing of payments under the 
gold standard. 

The classical analysis of the balancing of payments, however, re- 
mained the simple price specie-flow theory that had been first clearly 
stated by David Hume. According to this theory, if a surplus of 
exports over imports caused a demand for inward p>ayments greater 
than for outward payments, the rate of exchange would turn toward 
the gold import point. If this rate did not encourage importers to 
buy more freely and discourage exporters from selling abroad, suffi- 
'ciently to rectify the balancL, the rate would eventually reach the 
point where gold would be imported as the cheapest means of settling 
the payments for the surplus exports. The classical ecqnomists realized, 
but did not greatly stress. What modem economists jiall the “income 
effect.” When a country has an active export balance, the mere fact 
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that exporters have more purchasing power tends in itself lo right the 
bafonce of payments, since this larger purchasing power — apart alto- 
gether from the effects of an inflow of specie to piby for the export 
balance— causes prices to rise and imports to increase. The classical 
economists laid pea ter stress upofa -the fact that the country gaining 
gold would ther^^ have a larger monetary circulation, so that prices 
would tend to ri^^ The country losing gold would experience a 
contrary pressure on its prices as a result of reduced monetary cir- 
culation. 

A practical illustration will demonstrate the simplicity of this re- 
lationship. As long as the gold standard was in operation, the English 
pound contained the same weight of gold — allowance being made for 
fineness and for minting charges— as was worth $4.8665 in United 
States currency. This was the “mint par of exchange.'* As long as dollar 
bills and Bank of England notes were freely exchangeable for gold, 
it followed that the exchange rate would not depart from this figure 
by more than the cost of shipping gold across the Atlantic. This might 
have been from 5 to 6 cents to the pound. The gold “export point" 
for the United States therefore was about $4,945 to the pound. The 
gold “import point’* was about $4.80 to the pound. 

If the United States had an exceptionally good harvest and was 
thus able to sJiip to England larger exports than usual, Englishmen 
would have more debts to pay in the United States than Americans 
had debts to pay in England. Competition in the exchange market 
would then force up the price of dollars. English bankers would be 
willing to pay £i for $4.80. But if the price went above this, it would 
be cheaper for them to arrange for gold to be sent to the United 
States. Actually the arbitrage operators who specialized in foreign 
exchange would anticipate this situation and gold would begin to 
flow from England to the United States. The flow of American exports 
would then be checked in some measure by the movement of the ex- 
change rates. For example, a shipment of 100,000 bushels of wheat 
which sold in England for a net return of five shillings a bushel 
(£25,000), would bring the exporter $123,000 if the exchange was at^ 
$4.92 to the pound, but only $i20,ooo‘*if the exchange was at $4.80, 
a difference of three cents on the bushel. It was this kind of calculation 
that Ricardo had in mind when he wrote of “the .causes which may 
influence the market price of bills, or the rate of exchange/' t 

The classical theory was a theory of long-run equilibrium. It dealt 
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with fundamental and permanent rather than transitory situations. 
Ricardo in particular was somewhat impatient with short-run, 'ex- 
ceptional cases aod sought to push his inquiries beyond them into 
the essential, basic forces that are determinant in the long run. Much 
modern discussion of the terms of trade and of theVdjistments brought 
in a national economy by fluctuations in the bala^e of payments is 
concerned with short-run departures from equilU^ium and with ex- 
ceptional situations and pockets of advantage that may be exploited. 
The classical economists refused to be diverted from their main theses 
by such temporary complications. They enunciated, and drove home 
relentlessly, elementary truths in simple statements that are now re- 
garded, in many quarters as somewhat naive and platitudinous. If a 
platitude is a truth that is in some danger of being forgotten, their 
teaching on the balancing of payments was by no means a plajtitude 
in their day. They had to fight hard before it was accepted by popular 
opinion. The essential point the classical economists wanted to drive 
home was that imports pay for exports — this is a truth which still 
needs emphasizing. 

In order to demonstrate this truth Mill first analyzed international 
trade as a form of barter. He then showed how the precious metals 
enter into trade as commodities and went on to consider their move- 
ment from country to country as part of the process of balancing pay- 
ments between national currency systems. After a discussion in rather 
simple terms of the effect of specie movements upon the exchange 
rates and upon national price levels, he tried to demonstrate that 
trade conducted on a monetary basis must, in the long run, come to 
the same equalization of imports and exports as in the case of barter. 

There is a majestic simplicity about these elementary truths which 
seems to irritate those who prefer to concentrate upon peculiar and 
aberrant exceptions to the general case. But interest in peculiarities 
ought not to obscure the essential basic phenomena. An intelligent 
blinded person will beg his sighted guide to give him first the essential 
facts — the size, shape, color, material, and general proportions of a 
building — before describing some odd piece of decoration. Otherwise 
he gets a quite distorted impfression of what his guide is describing. 
It was this concentration upon the essential phenomena that made 
the work of tjhe classical economists so effective in bringing home to 
^'‘nular opinion a clear understanding of the naturp of trading rela- 
effecti^ipg^ 
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The obverse of their explanation of the balancing of payments was 
their demonfistration of the way in which the precious metals were 
distributed throughout the world in accordance ^ith <he needs of 
trade. The most elaborate exposition of this aspect of the classical 
doctrine was contained in Nassau Senior’s Lectures on the 

Transmission of 9 ie Precious Metals from Coiiiitry to Country (1828). 
In the course of this? exposition Senior assumed that gold to the value 
of £5,000,000 was exported from England to France in payment for 
imports and considered what the effect of such a movement would be. 
He asked what to him was a rhetorical question: If this amount of 
gold did not enter into the French monetary system and cause an ex- 
pansion of the circulation, what good would it do to France? ^ Unless 
it was allowed to raise prices and thus attract a greater volume^ of im- 
ports into France, all that the French people would receive in return 
for their exports would be a useless commodity which is expensive to 
store and guard. The English people, on the contrary, would have re- 
ceived French exports to the value of £5,000,000, goods they could 
use and enjoy. Senior put this question in a rhetorical form because 
he did not believe that any nation would ever be so foolish as to ex- 
change the useful products of its labor for gold which it would pro- 
ceed to inter in expensive vaults. The United States, however, has 
done just that in recent years. The piling up of large inactive reserves, 
reflecting a maldistribution of the world’s gold supplies is prima-facie 
evidence that the trading world is out of joint — that the tail is wagging 
the dog. 

The mechanism wliich the classical economists analyzed in these 
simple terms envisaged a world in which traders were free to import 
and export as they saw opportunities for profit. If prices in one c6un- 
try were low, foreign traders would increase their purchases in that 
country and cause an expansion of its exports. This would result in 
an inflow of the precious metals to the country where prices were 

7 Cf. London School of Economics Reprints No. 3, p. 12: "To suppose that the level 
of the precious metals in the commercial world can be permanently disturbed by taking 
money from one country to another, is as absurd as to suppose that the level of a pond 
can be altered by taking a bucket-full of water £fom one place, and pburing it in at * 
another. The water instantly rushes to the place from which the bucket-full has been 
drawn, just as it rushes from the place into which it has been poured. Every country 
to which France exptjrted any of the money she received from England would, to that 
extent, have more money than her habitual state of,g|)rices could allow. It would flow 
from her either direotly back to England, or to tliosc countries which were in want of 
money in consecjiiencc of having previously exported to England." 
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low. That (inflow would raise prices and bring trade into an equilib- 
rium where the payments due for imports would offset 'those receiv- 
able for exports. '*New supplies of the precious metals coming from 
'the mines would be distributed in the same way. 

The California gold rush in 1849 offered a ^raiiiatic illustration 
of their thesis. The abundance of gold and shortat^ of commodities 
caused very high levels of prices in California.* ^e gold producers 
and those who supplied them with goods had larger incomes. Dollar 
bills were brought to San Francisco by the banks which bought the 
newly mined gold. The gold found its way eastward to pay for the 
dollar bills so that the higher income levels and the rising trend of 
prices were diffused over the whole United States. This encouraged 
imports, depressed the exchanges, and so gold flowed out of the United 
States, to be distributed around the trading world. In 1851 gold was 
discovered in Australia and a similar sequence of events was produced. 
Ten years later, in 1861, gold was discovered in New Zealand, and 
the trade statistics of that little country show clearly the jump in 
imports — ^from £1,500,000 in i860 to £7,000,000 in 1863 — ^which fol- 
lowed the higher income levels and higher prices induced by the 
temporary abundance of gold. 

As long as the currency systems of the world consisted primarily of 
gold or gold substitutes circulating at their bullion value, the classical 
explanation of the balancing of payments was valid. Briefly summa- 
rized, this explanation was that changes in a nation’s price level (and 
therefore in the volume of its imports and exports) were determined 
by the amount of gold available to it for monetary purposes, and that 
changes in the amount of gold available were determined primarily 
by international gold movements. There was a reciprocal relation- 
ship between the movements of trade and the movements of specie. 
The same mechanism which adjusted price levels so that in- and out- 

8 CL the volume in which (inter alia) Herbert Asbury described the effect of the gold 
rush in 1849 upon economic conditions in San Francisco, The Barbary Coast, New York, 
Alfred A, Knopf, Inc., 1933, pp. 5-d: ** Apples found a ready market at one to five dollars 
each, and eggs varied from ten to fifty dollars a dozen. In the restaurants a boiled egg was 
^ never less than a dollar and quite oi:en several times that amount. Other foods sold at 
equally high prices. Tea and coffee cost from three hundred to four hundred dollars a bar- 
red, and from four to five dollars a pound in small quantities. Wheat flour and salt pork 
each brought forty dollars a barrel, and a small loaf of bread, such as sold in New York 
for four cents, cost fifty to seventy five cents in San Francisco. Th& same price was paid 
for a pound of common cheese.*' 
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payments were balanced also distributed the precious mentis among 
natibnal monetary systems as the needs of trade determined. 

The monetary mechanisms have now been greatly^modihed by the 
increasing use of ^redit — convertible and inconvertible paper money 
and bank deposits su\>ject to check. The bal^cing of international 
payments is therefore a more complex and subtle process, but the 
essential truth of the^classical theory is not dependent upon the acci- 
dents of its historical setting. What the classical economists were in- 
sistent upon was the fact that imports pay for exports, and that the use 
of monetary media, such as gold, facilitated but did not alter this 
process of offsetting goods and services. This truth remains valid, even 
though gold has now ceased to be the basis upon which national mone- 
tary systems are organized. 

THE GAINS FROM TRADE 

The third major group of questions to be considered in a theory of 
international trade is concerned with the nature of the gains from 
trade, and with their division among the trading nations. The classical 
economists took a broad view of these questions. They were not much 
concerned with national advantages. They propounded the theory of 
reciprocal demand to explain the division of the gains from trade. But 
they were much more interested in the volume of trade to be' shared 
than they were in determining precisely how its gains were divided. 
The reason for this was their belief that each nation would get the 
share to which it was entitled by the competitive efficiency of its in- 
dustries. 

The mercantilist writers, however, had been much concerned with 
national wealth and power. Adam Smith, their severest contemporary 
critic, did not attack this preoccupation. What he was concerned to 
demonstrate was that — provided adequate precautions were taken 
against sudden overwhelming attack — the wealth of a community was 
best promoted by allowing individual merchants to trade freely for 
their own profit. It might sometimes be necessary in exceptional situ- 
ations to sacrifice wealth in order to maintain national power. Such 
an exceptional situation, he believed, was the necessity for maintain- 
ing the Navigation Acts in order to build up naval strength. 

On the assumption that a nation maintained the defenses necessary 
to ward off suddeq attack, he always returned to his contention that 
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a nation would grow strong by becoming rich. Subsequent experience 
has borne out his wisdom. During the nineteenth century England 
grew rich and pcXverful as her trade expanded. Even in the preceding 
centuries her natural defenses had enabled her to develop a freer 
economy than any of her continental rivals. That freedom gave her 
a long start in developing the new industrial methods that assured 
her leadership in the Industrial Revolution. . ^ 

Throughout the nineteenth century Britain’s strong power posi- 
tion cost her little. Secure from land attack, she was able to avoid the 
heavy burdens of universal military service. A small professional army 
(incredibly small in retrospect), backed by naval power, sufficed to 
garrison a great empire. The navy dominated the narrow seas around 
the British Isles and policed the trade routes of the world. In a crisis, 
therefore, Britain was sure of having time to mobilize all her power. 
In doing so, she could draw upon the resources of the whole trading 
world except that part closed off by a continental enemy. 

The classical economists and their followers were not unpatriotic. 
Some of them in fact were professional soldiers. By contrast with the 
mercantilists, there was in classical writings a significant lack of con- 
cern for national power. During the first yefrs of the war with France 
— before Napoleon established his dictatorship — there was a strong 
antiwar party in England. The economists were not active in this 
political opposition, but their criticism of the financial policies pur- 
sued by the Treasury and the Bank showed a surprising lack of interest 
in the war effort. If the monetary policy advocated by the Bullion 
Committee — a return to convertibility of bank notes in gold — had 
been followed in 1810, England would have been plunged into de- 
flation and a severe financial crisis. No government could have ac- 
cepted such monetary advice at such a critical stage of the war. 

When the wars were at last ended in 1815, most of the economists 
and the overwhelming majority of the business community displayed 
consistent critical opposition to almost all increases in government 
expenditures, including those for military and naval purposes. Re- 
duction of taxes to a minimum, abolition of all interference with 
private enterprise, and the Elimination of discriminatory preferences 
for national shipping and for colonial trade, were among their cardinal 
doctrines. 

England grew rapidly fn wealth, power, and prestige. The growth 
of the United States was even more rapid. Despite some friction, there 
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was a strong sentiment in both countries that any difficulties between 
them could stod should be settled without resort to war. This sentiment 
grew and widened until those who worked for ffce trade came to 
identify their cayse with the cause of peace.® They came to believe that 
universal free trade would promote peacefii^ prosperity among all 
nations. The beKef that free competitive trade would bring peace 
with prosperity m^iy have been naive, but at least it demonstrates the 
completeness with which the free traders had dissociated themselves 
from the mercantilist preoccupation with economic warfare as a means 
of achieving national power. 

The classical economists likewise displayed little interest in employ- 
ment, which had also been a preoccupation of the mercantilists. They 
discarded the fear of imports, the fear that an adverse balance ^of pay- 
ments would result in a loss of gold, reduce the monetary circulation, 
lower prices, and so cause periodic industrial depression and social 
distress. This was in part because they were concerned with the analysis 
of long-term equilibrium, and therefore brushed aside the incidental 
consequences of short-term departures from that equilibrium as ir- 
relevant and unimportant. However, their attitude was largely based 
upon a robust belief in the virtues of competition. 

In discussing the division of the gains from trade it is necessary 
first to stress these broad conceptions of the classical economists. Their 
complete rejection of mercantilist philosophy, and their adoption of 
completely opposite attitudes explain their indifference to specific 
calculations of the exact or even approximate division of the gains 
from trade. What they were interested in was the most efficient use of 
the productive resources of the world leading to an expanding world 
trade. In this trade, they were confident, each country would get its 
share according to its efficiency. The eloquent passage from his Prin- 

* In 184s, Richard Cobden wrote to a friend; "It has struck me that it would be well, 
to try to engraft our Free Trade agitation upon the Peace movement. They arc one and 
the same cause. It has often been to me a matter of the greatest surprise that the Friends 
have not taken up the question of Free Trade as the means — and I believe the only 
human means — of effecting universal and permanent peace. The efforts of the Peace 
Societies, however laudalile, can never be successful so long as the nations maintain 
their present system of isolation. The colonial sy^em, with all its dazzling appeals to • 
the passions of the people, can never be got rid of except by the indirect process of Free 
Trade, which will gradually and imperceptibly loosen the bands which united our 
Colonies to us by a mistaken notion of self-interest. Yet the Colonial policy of Europe 
has been the chief source of wars for the last hundred and fifty years. Again Free Trade, 
by perfecting the intercourse, and securing the dependence of countries one upon another, 
must inevitably snatch the power from the governments to plunge their people into 
wars.”— John Morley, The Life of Richard Cobden (14th ed.), London. 1910, pp. 29-34. 
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ciples of Political Economy in which John Stuart Mill summarized 
this view is quoted below: 

. . . the only direct advantage of foreign commerce resides in the imports. 
A country obtains things which it either could not h4ve produced at all, or 
which it must have produced at a greater expense of capital and labour 
than the cost of the things which it exports to pay f^i^ hem. . . . 

But there are, besides, indirect effects, which must be counted as benefits 
of a high order. ... A country which produces for a larger market than 
its own, can introduce a more extended division of labour, can make 
greater use of machinery, and is more likely to make inventions and im- 
provements in the processes of production. Whatever causes a greater 
quantity of anything to be produced in the same place, tends to the gen- 
eral inv^rease of the productive powers of the world. . . . 

But the economical advantages of commerce are surpassed in importance 
by those of its effects which are intellectual and moral. It is hardly possible 
to overrate the value, in the present low state of human improvement, of 
placing human beings in contact with persons dissimilar to themselves, 
and with modes of thought and action unlike those with which they are 
familiar. Commerce is now what war once was, the principal source of this 
contact. Commercial adventurers from more advanced countries have gen- 
erally been the first civilizers of barbarians. And commerce is the purpose 
of the far greater part of the communications which take place between 
civilized nations. Such communication has always been, and is peculiarly 
in the present age, one of the primary sources of progress. . . . 

Finally, commerce first taught nations to see with good will the wealth 
and prosperity of one another. Before, the patriot, unless sufficiently ad- 
vanced in culture to feel the world his country, wished all countries weak, 
poor and ill-governed, but his own: he now sees in their w'ealth and prog- 
ress a direct source of wealth and progress to his own country. It is com: 
merce wdiich is rapidly rendering war obsolete, by strengthening and 
multiplying the personal interests w^hich are in natural opposition to it. 
And it may be said w^ithout exaggeration that the great extent and rapid 
increase of international trade, in being the principal guarantee of the 
peace of the world, is the great permanent security for the uninterrupted 
progress of the ideas, the inst^utions, and the character of the human race. 

i ® 

Impelled by such belirfs and confident of their own competitive 
power, the merchants who led the free- trade movement in the second 
quarter of the nineteenth\ 5 ^entury pushed vigorously ahead with their 
campaign for unilateral economic disarmament. They were not un- 
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aware that it was necessary to reduce tariffs all over the world, but 
they were determined to begin this reduction at home. Their attack 
was first and foremost on monopoly and privilege in IngUnd. Whether 
other nations h^ the good sense to follow their example or not, they 
were resolved to^ take away the protection w^ich the tariff on wheat 
gave to the landowners and thus to cripple the political power of the 
aristocracy. Thereiore they had little interest in using the tariff as a 
bargaining weapon in trading deals with other nations. Nor were they 
interest^ in narrow calculations to discover which of two trading 
countries had the better of any particular bargain or of trade in gen- 
eral. The enormous expansion of trade which they confidently and 
rightly prophesied would give opportunities to all. How much of the 
benefit would accrue to their own country they were content to let 
rest upon its efficiency and enterprise. * 

This was a strong political attitude for the merchants to take in 
their struggle for free trade. But economists are concerned with the 
“nicely calculated less or more.” Quite early in the discussions that 
centered about the meetings of the Political Economy Club which 
Ricardo had founded in 1820, the question was raised as to how the 
gains from trade were divided. Ricardo had neglected this question. 
His arithmetic worked out to an equal division of the gains. In cor- 
recting a misleading summary of his position in which James Mill had 
given figures indicating that all of the gain would accrue to one coun- 
try, several of the classical economists appear to have arrived at the 
conclusion that there is a fairly wide range of bargaining positions be- 
tween the limits set by comparative costs. They worked out the law of 
comparative costs first. It was the basis upon which they could justify 
their advocacy of free trade. The theory of international values was 
an afterthought, necessary to complete the theoretical analysis. John 
Stuart Mill demonstrated that the point at which values Would settle 
within the limits set by comparative cost depended upon the relative 
intensities of demand for the traded articles. In economic jargon, 
“the terms of trade are determined by reciprocal demand.” 

The first elaboration of the theory of reciprocal demand was made 
by John Stuart Mill in essays written in'iSag and 1830. In 1844, Mill * 
published these in a book entitled Essays on Some Unsettled Questions 
of Political Economy. Interest had been revived in the question by 
renewed contro^tersy as to the wisdom of unilateral tariff reduction. 
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Mill did not "claim to himself the original conception, but only the 
elaboration, of the fundamental doctrine." However, he has been gen- 
erally credited whh it. 

The occasion of publication of these essays was an argument raised 
by Robert Torrens. He contended that British retaliation against 
foreign tariffs, even if it did not lead other countries to reduce their 
tariffs, would cause price changes that would be -beneficial to British 
trade. This argument was not welcome to those who were within sight 
of success in their campaign to get rid of the Corn Laws. Torrens must 
have been a difficult colleague. Voluble in print, sometimes arrogant, 
and always ready to claim priority for his theories, he was also ob- 
stinate. His reputation has suffered from his own prolix and often con- 
fused arguments, and even more from the fact that his views were 
often unpalatable to those who preferred elegant theoretical demon- 
strations that could be used to support a course of political action on 
which in any case they were determined. 

There ensued a complicated controversy over the theoretical possi- 
bilities of the bargaining process. A great creditor country, with un- 
doubted industrial and commercial leadership such as Britain en- 
joyed in the middle of the nineteenth century, had much to gain by 
opening up the channels of trade. It is probable that by reducing 
her own tariff, even though she could not at once be sure of reciprocal 
concessions, she turned the terms of trade somewhat in favor of her 
rivals and clients. Torrens’ argument ^vas theoretically sound. But 
the advocates of free trade regarded this worsening of the terms of 
trade as a small price to pay for the great expansion both in cheaper 
imports and in greater exports. A timid policy of making quite sure 
that Britain gained reciprocal concessions for every tariff reduction 
would have slowed up the hoped-for trade expansion. She might have 
gained a larger relative share of the gains from trade if she had in- 
sisted on other countries making equivalent tariff concessions, but 
the gains to be shared would have been smaller. A great industrial 
and creditor nation which aspires to be the center of a world trading 
system must work on both methods — reduce its own tariff boldly and 
use every possible means to jSersuade other countries to reduce their 
tariffs also. 

It is now generally agreed by economists that circumstances may 
occur — and in practice tlifey do frequently occur—jwhere judicious 
and well-timed interference with the free flow of competitive trade 
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may secure at least passing advantages to a country by aiming the 
teritis of trade in its favor. The classical economists, if they had been 
aware of this refined analysis, would probably haie tossed it aside. 
They would ha^ scoffed at the possibility that any government would 
be wise enough, possess enough knowledge, , and be sufficiently in- 
dependent of political pressures to manipulate the regulation of trade 
so delicately as to secure its maximum advantages, without provoking 
reprisals leading to a general constriction of trade. They were inter- 
ested less in quibbling over division of the gains than in making sure 
that there would be the maximum of gains to be quibbled over. The 
objective sought by them and by those who translated their doctrines 
into practical politics was as great an expansion of world trade as 
possible. 

In any case, the final conclusion of modern theory seems to be that 
there is no way in which the gains from trade or their division among 
the trading countries can be measured.^® Various statistical devices 
have been suggested to measure the terms on which a country ex- 
changes its efforts for imported goods. These measurements have some 
practical value as indicating the way in which, for example, raw ma- 
terial exporting countries may find themselves with export prices 
moving favorably or unfavorably as compared with the prices of the 
manufactured goods they import. Such measurements can be made 
only after the statistics have been compiled, and their chief use is in 
demonstrating the international aspects of business-cycle fluctuations. 
They are useless as a guide to current policy, and in any case they do 


The slow steps by which academic writers broadened the discussion — considering 
trade between more than two countries and in more than two commodities, under the 
varied conditions of increasing or decreasing, as well as constant, costs of production — 
have been reviewed in F. Y. Edgeworth, Pafjers Relating to Political Economy, London, 
1925, Vol. II, pp. 3-50, and in Jacob Viner, op. cit., pp. 444-593. Cf. Viner, p. 534: "Free 
trade, therefore, always makes more commodities available, and, unless it results in an 
impairment of the distribution of real incomes substantial enough to offset the increase 
in the quantity of goods available, free trade always operates, therefore, to increase 
the national real income. That the available gain is ordinarily siil^stantial there is abun- 
dant reason to believe, but the extent of the gain cannot in practice \ye measured in any 
concrete way. These conclusions, which are little more than a paraphrase of some words 
of Cairnes’s, are. in my opinion, very nearly as far ^s the argument can be carried.*’ , 

Cf. also Gottfried Haberler, The Theory of International Trade, New York, 1936, 
p. 166: "But these discussions about the ‘gain’ from international trade and from changes 
in the international economic situation of a country ignore such important factors as 
changes in distribution and gains or losses due to the fact that a cumulative process of 
expansion or contraction might be started or interrup^d, retarded or accelerated. There- 
fore, these considerafions have such an unreal air that there is little point in pursuing 
them further." 
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not measure the division of the gains from trade, still less the extent 
of the gains. 

The conclusioAs of this chapter may be briefly summarized. Despite 
the laborious attempts that have been made by some modem writers 
to discuss modern problems within the framework of the classical 
theory, there is a growing consensus that it is better to approach 
modem problems with the more developed analytical methods now 
available. This, however, does not detract from the services rendered 
by the writers of the classical school. Given their assumptions, they 
developed a convincing, rigorous, and complete theoretical system 
which answered the major questions to be faced — the conditions in 
which trade arises, the processes by which payments are balanced and 
the precious metals are distributed, and the nature of the benefits 
of trade. While their theoretical apparatus was cumbersome and most 
of its analytical concepts are now discarded, the core of truth which 
they established remains valid. It is still important to allow speciali- 
zation to maximize the economic resources of the different trading 
regions of the world. It is perhaps more necessary than ever to em- 
phasize the fact that, in the last resort, trade is barter, and that im- 
ports are paid for by exports. In the confused and complicated dis- 
organization of trading relationships that always follows a great war, 
there is danger that the gains of trading expansion may be underesti- 
mated in striving for reciprocity of bargaining'advantages. The classi- 
cal viewpoint may have been unduly simple, but it concentrated on 
essential truths that are in some danger of being forgotten in our more 
sophisticated age. 
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RECONSTRUCTION AFTER NAPOLEON 

The POSITION of Britain at the end of the Napoleonic Wars offers 
many parallels to the position in which the United States found itself 
at the close of the second World War. Sea power had defeated a con- 
tinental system. Britain had been safe from invasion and had de- 
veloped productivity, technical skills, and financial strength. Instead 
of a debtor, it had become practically the sole creditor country in the 
world. In the course of a long and exhausting struggle, France, then* 
the greatest power on the continent of Europe, and its reluctant allies, 
had been cut off from the expanding overseas world and impoverished. 
Refugee capital had flowed to Britain, and London had taken the 
place of Amsterdam as the leading money market of the world. Britain 
had been the arsenal and the paymaster of the enemies of Napoleon. 
The credit to restore their currencies and the skilled workmen to re- 
organize their industries could come only from her. British business 
and financial leaders were bent on developing world markets and 
needed peace to bring their plans to profit. Economic policy^ , and 
above all an expansion of international lending, suddenly became 
powerful factors in diplomacy, “ ‘There are Six Powers in Europe,’ 
the Due de Richelieu is reported to have said, 'Great Britain, France, 
Russia, Austria, Prussia and Baring Brothers.* And Barings were a 
synonym for the investment market at London.” ^ 

1 Cf. Leland H. Jenhs, Tht Migration of British Capital to New York, Alfred A. 
Knopf, Inc., 19*7, p. 3G. * 

Cf. also C. K. WelwiA. The Foreign Policy of Castlereaghy i 8 /y--i 823 , London, 1934, pp. 
49 - 5 «* 
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From the recent experience of the United States, it is now easier to 
understand the processes by which Britain in a comparatively short 
time was traq^forined from a debtor to a creditor nation. Right up to 
the outbreak of the war with France in 1793, the Dutch had been the 
leading financiers of Europe. Rates of interest w'ere tower at Amster- 
dam than at any other commercial center. Much Dutch capital was 
laid out in shipping, in the financing of international trade, and even 
in long-term productive enterprises abroad, such as the draining of 
fens and the construction of canals in England. But England had 
enjoyed a long period of domestic peace and security from invasion. 
Capital had begun to accumulate, not only from increased domestic 
production and rising land values as population increased, but also 
&om trading profits. Some of these profits were amassed by methods 
we should now condemn — the slave trade until 1 807, the exploitation 
of slave labor in the profitable sugar plantations of the West Indies, 
and the trade and governance, hardly less than the spoliation prac- 
ticed by the East India Company. Officials, or retired traders, living 
on newly and often ill-gotten wealth, became known as nabobs, 
whether they had acquired their money in India or elsewhere, and a 
whole terminology of nabobery sprang up to characterize such new 
rich as Thackeray satirized in Vanity Fair. It has often been said that 
the European peoples became rich by the impoverishment of other 
parts of the world, and there is truth in the charge. No quantitative 
measurement is available, however, and it seems probable that the 
larger part of the British capital accumulation in the eighteenth cen- 
tury was derived from trafficking in loans to the home government, 
from legitimate trade particularly witli the American colonies, and 
from increased agricultural production as a result of improved meth- 
ods of cultivation. In any case, it was not till the Industrial Revolution 
was well under way and the large-scale financing of the Napoleonic 
Wars offered opportunities for exceptional profits, that London de- 
veloped the financial mechanisms that were to make it the center of 
world trade and investment. 

It was to London that the impoverished European countries turned 
* at the close of the Napoleonit Wars tor financial aid. The reparation 
payments and occupation costs imposed on France were paid from a 
loan floated in 1817 by Baring Brothers. The firm o^ Baring, founded 
by German immigrants, b^ame a pillar of the London money market 



THE FIGHT FOR FREE TRADE 


205 


and its stature grew throughout the nineteenth century until it was 
blight down by the Argentine crisis of the early 1890’s. Another 
pillar of the London market was the house of Rothsihilci represented 
by a first gener^ion immigrant, Nathan M. Rothschild. Thus early 
in its rise to intern'ational power, the Ixmdon money market was 
thoroughly cosmopolitan. As always, international financiers chose to 
conduct their operations under the shelter of the most stable govern- 
ment, which was also the center of the most thriving trade and of the 
most rapidly accumulating capital fund in Europe. 

In the course of the decade, 1815-25, public loans were floated in 
London or through London for most of the countries of Europe and 
for many in Latin America. Thirty-one public loans were floated be- 
tween 1818 and 1825, i” favor of 17 different governments. Of the 
total nominal amount of these loans, over £70,000,000, more than 
£50,000,000 was subscribed in England. This was only a small part 
of the capital that began to flow through the London market to finance 
trade, promote land settlement, develop mining enterprises, build 
railroads and establish mercantile houses abroad. 

Perhaps the most significant of all these developments was the rapid 
evolution of mechanisms for financing and clearing the payments on 
account of international trading transactions. Giving evidence before 
a Parliamentary Committee in 1852 Nathan Rothschild had declared 
that “this country in general is the Bank for the whole world; ... all 
transactions in India, in China, in Germany, in the whole world, are 
guided here and settled through this country.” It is hardly possible 
to lay too much stress on this development of facilities for short-term 
international lending and for the clearing of international payments. 
Without such facilities the rapid expansion of trade and investment 
would have been impossible. It was in this field that private banking 
enterprise achieved its greatest triumphs in the early nineteenth cen- 
tury. The creation of similar facilities, soundly based on intimate 
personal knowledge of world markets and geared to twentieth-cen- 
tury needs, is an essential service that must be provided if trade and 
investment are again to expand. 

The beginnings of foreign investmeift are to be found mainly in ’ 
the establishment of mercantile houses, in capital carried abroad by 
emigrants, in thf development of plantations and land settlement, 
and in mining. Inhere was a boom in such eflterprises after 1 820, which 
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contributed heavily to the failures of the private banks whra the boom 
collapsed in 1825. There was a growing amount of private direct in- 
vestment parpculUrly in textile factories. But facilities for investment 
in the shares of foreign enterprises did not develop.on a great scale 
until after limited liability had been written into *the company legisla- 
tion of 1862, which provided a sound legal basis for joint-stock or- 
ganization. The need to protect small investors became evident in 
the British railroad era of the forties and fifties, but joint-stock or- 
ganization was not broadened till the sixties. The earlier construction 
even of such large undertakings as canals, roads, and docks had been 
financed by private subscription. In the first half of the nineteenth 
century, the Stock Exchange did not function in regard to such enter- 
prises, nor in regard to industrial concerns. 

A mbrked characteristic of investment in the first half of the nine- 
teenth century was the degree to which it was associated with the 
emigration, temporary or permanent, of both organizers and skilled 
workmen. Much more was involved than mere lending. Loans were 
the vehicle by which enterprise, efficient commercial organization, 
new means of transport, power-driven machinery, and the technical 
dexterity necessary for its construction and operation were transferred 
to countries that had lagged behind in industrial development. British 
technology had made such rapid advances during the wars that its 
machines and its workmen had far outdistanced their competitors. 
Abortive attempts were made to keep this know-how — particularly 
the new cotton machinery — from being exported, so that Britain 
might have a monopoly, but enterprise easily found ways of circum- 
venting the export prohibitions. A witness before the Parliamentary 
Committee on Artisans and Machinery^ (1824) estimated that in the 
two preceding years no fewer than 16,000 skilled workers had gone 
to France alone. This industrial development was in addition to the 
great number of merchant houses, insurance, shipping, coaling, gas, 
and, later, railroad undertakings that were being established in 
Europe, Latin America, the United States, and wherever opportunity 
seemed to beckon. 

' The lesson of this outpouriVig of technical skills is obvious. In the 
succeeding decades British overseas trading connections were firmly 
established. Moreover there were few markets concerning which re- 
liable information could nbt be obtained from trusted sources. The 
continuous maintenance of personal contacts and the ebb and flow 
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of personnel replacements provided British commercial and financial 
hoiises with commercial intelligence that was unrivaled. This intelli- 
gence in turn provided a solid basis for investmeilt aiKl trading de- 
cisions. The cr^lfclit ^even of individuals in distant markets could be 
judged almost as accurately in London as onilje spot. 

At the same titiie as this great extension of British enterprise was 
taking place, emigration and with it capital export poured out to the 
United States and to the British colonies of settlement. British ship- 
ping and British trade grew in an expanding world. Capital was trans- 
ferred, in the only possible way in the long run, by a great expansion 
of commodity trade. Britain was in an advantageous position to ex- 
port the manufactured products of her newly mechanized industries, 
and to draw in return raw materials and foodstuffs from an expanding 
empire of trade. Other European nations later shared in this expan- 
sion, but by the middle of the century the foundations of British ship- 
ping and commercial supremacy had been firmly laid. Accessible 
steam coal provided a great advantage since outward cargoes to coaling 
stations, or to ports whose local supplies were as yet inaccessible for 
lack of railroad transport, made it possible to quote cheap return 
freights for bulky cargoes of raw materials. Contractors, of whom 
Thomas Brassey was the prototype, built ports and railroads all over 
the world. Mining engineers opened up new sources of the minerals 
which a mechanized world was beginning to consume in geometrically 
increasing quantities. The first public utilities — gas companies, street 
railways, waterworks, and sewage systems — were installed in many 
countries by British engineers, using British capital and often British 
workmen. 

The greatest openings for British enterprise and trade in the first 
half of the nineteenth century were found in the developing markets 
of America, the British colonies, and Asia, rather than in Europe. 
Cotton manufactures bulked large at this stage of the Industrial Revo- 
lution. Imports of raw cotton from the United States provided Ameri- 
cans with sterling exchange that could be used to buy British goods. 
Large markets for cotton goods develojped in India and China. On^ 
the other hand, the Napoleonic Wars had impoverished Europe and 
had stimulated the growth of European tariffs. The British Com 
Laws hindered the import of wheat which was then derived mainly 
from Europe. Increasingly the trade of Britain was channeled to India 
and to the United States. Many German economic historians have 
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maintained, largely on the basis of the colonial adventures in the 
eighteenth century and of trade developments in the early nineteenth 
century, that ♦British economic progress was based primarily upon the 
exploitation of colonial markets. It is significanj:, however, that the 
increase in British exports to the United States in the first half of the 
nineteenth century was greater than the increase to 'Asia. 

Care must be exercised in interpreting the very scarce and defective 
statistics of international trade in this period. From iSig to 1849 there 
was a general downward tendency of prices, punctuated by severe 
financial crises. It says a great deal for the vitality of British financial 
and commercial enterprise that it made headway against almost uni- 
versal trade barriers. To all British protests against trade restric- 
tions, j:he European statesmen could and did reply that as long as 
the Corn Laws remained in force, there was no means of paying for 
larger British exports.^ 

The Corn Laws were to the nineteenth century what the Hawley- 
Smoot tariff passed by the United States in 1930 is to the twentieth. 
British imports and exports rose steadily, but they might have risen 
still more and might have been less directed toward India, China, the 
West Indies, and other colonial areas, if other markets had been more 
readily accessible. In the third quarter of the nineteenth century after 
Britain had adopted free trade, and tariffs had been lowered generally 
over a large part of Europe, the statistics tell a different story. A large, 
and the most rapidly growing, sector of world trade was that exchanged 
between the great industrial countries. 

It is difficult to realize how great a transformation was wrought by 
the processes of international trade and investment which had thus 
been set in motion. A considerable effort of imagination is now re- 
quired to re-create the picture of the trading world at the close of the 
Napoleonic Wars — a sprinkling of settlement on the Atlantic sea- 
board of the United States, small penal settlements at Sydney and Ho- 
bart, no white settlement in New Zealand, a handful of Dutch at the 
Cape and of French in Canada, Japan a hermit kingdom, and China 
^ almost as unknown, India governed uneasily from the scattered coastal 

3 Cf. J. H. Claj)?iaiTi, Art Economic History of Modern Britain, Cambridge, Cambridge 
University Press, 1926, Vol. I, Cii. XII, esp. p. 476: **ln 1836, an informal agent of the Board 
of Trade, who uas ‘exploring the possibilities' of a commercial treaty with the recently 
established Germanic Customs Union was told that England must llegin ‘with a reduction 
of her corn duties’ which were fai more unreasonable than the Zollyerein taxes on manu- 
factures. When the agent suggested alternatives, the Prussian stubWnly 'took his stand 
upon corn.' ” 
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forts of the East India Company, Spanish America in its urrfeveloped 
colonial status, and Africa still the Dark Continent. In Europe the 
British were a nation of thirteen million. There was^no Germany and 
no Italy. The OJforrYin Empire was still intact. Austria-Hungary and 
Russia were the greatest continental powers, ^pd Prussia had not yet 
begun to organize* the German Reich. 

The development of world trade in the nineteenth century trans- 
formed not only the economic but the political world pattern. It was 
the activities of bankers and traders, not simply a political gesture, 
that called a new world into existence to redress the balance of the 
old. 


THE TRIUMPH OF FREE TRADE 

In the second quarter of the nineteenth century the merchants of 
Britain, notably of Manchester, organized and carried to success a 
campaign for free trade, which was one of the most effective and practi- 
cal campaigns for political and economic change ever undertaken. The 
philosophical principles upon which their campaign rested may be 
traced back to Adam Smith and even to earlier writers. The classical 
economists gave useful support on the theoretical side. Essentially 
however, the campaign for free trade was organized, financed, and 
led to success by the merchants themselves. After the crucial victory 
had been won by the repeal of the Corn Laws in 1846, the completion 
of their campaign required a long period before detailed administra- 
tive reforms could become fully effective. In the course of a century 
this historical episode has come to be treated primarily as a political 
struggle between the landowning aristocracy and the middle-class 
merchants, culminating in the abolition of the Corn Laws. But the 
true importance of this great reform and its lesson for our own time, 
cannot be understood unless an effort is made to recapture the less 
obvious, but more fundamental and lasting, practical aspects of the 
movement as a whole. 

The lesson of the free-trade agitation is that enduring reform is 
the result of patient mastery of detailed issues, registered not merely 
in broad legislative acts but in practical procedures of administration. 
The gap between legislation and administration is wide. Administra- 
tive regulations, ‘executive decisions and interpretations often at a 
subordinate level»of administrative authority, and the spirit in which 
they ate applied, can be themselves among the most important barriers 
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to trade. Without a sympathetic and competent administration, Ae 
noblest reforms may fail of their intended cflEect. ' 

The free-trade movement was much more than an attack on the 
Corn Laws. It was both an attempt to organize an idf^listic system of 
international relations and a painstaking reform of the public fi- 
nances and of the regulations by which trade was coAtrolled.® Disraeli 
laughed at Richard Cobden, the leader of the free- trade movement, 
“as the successor of the Abb^ St. Pierre, Rousseau and Robespierre in 
the dreams of perpetual peace.** At the same time, both popular audi- 
ences and the House of Commons recognized Cobden*s mastery of 
commercial and administrative detail. Ife was not a grandiloquent 
orator. His speeches were delivered in a conversational tone, building 
up unanswerable arguments from specific examples. Under his leader- 
ship, the Anti-Corn Law League conducted a long, complicated, and 
detailed agitation to reduce the tariff, reform the administrative regu- 
lations, and extend the reforms into related fields such as shipping. 
Necessarily, such reforms emailed a reorganization of the public 
finances and a drastic shift in the incidence of taxation. 

Not the least important aspect of the free-trade movement was its 
reliance upon democratic procedures of discussion and education. 
The leaders of this movement were themselves merchants. They re- 
lied upon the detailed information brought to them by practical men 
of business, and took to the public such a convincing and detailed case 
that there ensued a complete reversal of public opinion. No longer was 
it presumed that trade ought to be regulated. Instead, trade was pre- 
sumed to be beneficial and the onus of making a case for any specific 
piece of regulation was thrown upon the protectionists. The result 
was a vast simplification and cheapening of the administrative proce- 
dures to which imports and exports were submitted. This was the 
most lasting, as it was certainly the most widespread, consequence of 
the agitation. 

In order to understand the magnitude of the free traders* achieve- 
ment, it is necessary to realize the jungle of legislation and administra- 
^^tive decisions to which trade was subject when they began their work. 

S )ms handbook, published in 1730, illustrates the complexity 
had even then resulted from the combination of wholesale 

>hn Morley, The Life ofjiichard Qobden, p. 319: *'They^[his speeches in 1844 
] show how completely Cobden had worked out the who.^e conception of cco- 
iicy and the whole scheme of statesmanship, of which the repeal of the Corn Law 
a detail and a condition precedent." For the Disraeli statement, see p. 497. 
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protectionism, graft, and the needs of impecuni9us governments.* 
Though only 34 categories of imports were then pted, the calcula- 
tions of duty were formidable. After setting forth the duties payable 
under these valied^headings, the author prints the Book of Rates 
containing the valuations to be used for Various commodities. He 
then gives an ind%x system of references by which the various charges 
may be looked up, and follows this with 44 pages of illustrations of 
how various combinations of duties may be calculated. It says much for 
the value of trade and for the enterprise of traders, that they could 
surmount these complex rules and regulations. The rules applied, 
fot example, to goods coming from different countries, imported by 
an alien or by a citizen, to goods carried in British or in alien ships and, 
if the latter, belonging to the country of export or to some othe^ coun- 
try. Though rates were low, the calculations of duty became exceed- 
ingly complex and mounted in the aggregate to large sums. 

If it is tedious now to read about this administrative complexity, 
it must have been more than tedious to the importers, who in addition 
had to pay the duties, as well as fees for several other services. In 
practice they must often have been tempted to smuggle the goods, or 
to bribe the officials to interpret the regulations with a somewhat 
lenient eye or in desperation to give up such a- troublesome business. 

The regulations in 1730 were by no means as bad as they had be- 
come by 1815. In 1784, under the influence of Adam Smith’s teaching, 
Pitt had indeed lowered some duties, and the Eden Treaty with 
France in 1786 had aimed at a further relaxation of trade barriers. 
Pitt was prepared to reduce and simplify the tariff still further, but 
from 1793 to 1815 war finance made confusion worse, than ever. Only 


* Henry Crouch, A Complete View of the British Customs, London, 1730 . 1 am indebted 
to my colleague Professor L. A. Harper for access to a photostatic copy of this manual. 
fro|n which 1 cite the following (summarised) prefatory. list of types of duty then payable: 
"The several particular Branches of the Revenue, at present payable to his Majesty 
in Great Britain, upon Goods and Merchandises imported, exported and brought Coasi- 
>vise, the which are distinguished by the following Denominations; viz, 

"i. Customs i. Old Subsidy ii. Petty Custom iii. Additional Duty iv. One Per 
Cent Inwards v. Coniposition on Petty Seizures a. New Subsidy 3. One Third Sub- 
sidy 4. Two Thirds Sul)sidy 5. Imposts on Wines and Vinegar 6. Impost on Tobacco 
7. Impost 1690 8. Impost 1692/3 9. New Duty 5 n Whalefins 10. Fifteen Per Cent 
on Muslins 11. New Duty on Spice and Pictures 12. Additional Duty on Spice and 
Pictures; And New Duty on Drugs, White Callicoes, Dimities, and other Manufactures 
Cotton; and Chinas Ware. 13. Second 25 Per Cent on French Goods 14. Coinage 
15* New Duty on Pepper and Raisins, And a furthef New Duty on Spice 16. New 
Duty on Candles Im] 9 orted 17. New Duties on Coals, Culm and Cinders 20. Addi- 
tional Duty on Candles Imported’* — and so on through 34 classifications. 
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in one respect did the war lead to some fiscal improvement, British 
shipping was enj^aged in a life and death stru^Ie with the French 
fleet. In 179ft the Navigation Acts were relaxed in favor of American 
ships, and this concession was extended in 1^15.^: Meanwhile the 
traders had become restive. In 1820 the merchants of London and of 
Edinburgh sent memorials to the House of Commons pleading for 
a reduction of duties. 

In 1823, William Huskisson, the member for Liverpool, became 
President of the Board of Trade and began the triple task of reducing 
some of the more restrictive tariff duties especially on raw materials, 
of simplifying the customs regulations, and of modifying the Naviga- 
tion Acts. In 1823 he carried through a general relaxation of the 
Navigation Acts on a reciprocal basis. From 1823 *825 he reduced 

or abolished the duties on many raw materials. When he began to 
revise the regulations, he found no fewer than 1,500 acts in operation. 
He reduced their number to eleven. At the same time he began to 
consolidate the duties that were chargeable and to simplify the meth- 
ods of clearing and inspecting imports and exports, assessing them for 
duty, accounting for the duties collected and for the many official 
fees charged to merchants. 

As a result of Huskisson’s reforms, the free-trade movement made 
its first ground — enough to encourage a considerable expansion of 
trade particularly in cottons. British policy was not yet completely 
emancipated from mercantilist ideas. Huskisson was a follower of 
Adam Smith, but he was sympathetic also to the preferential policies 
advocated by the colonial reformers, and the brief period of his leader- 
ship at the Board of Trade saw some progress toward Empire free 
trade. His political career was cut short by an unfortunate accident — 
he stepped onto the track at the opening of the Liverpool and Man- 
chester railroad in 1830, to greet the Duke of Wellington, and was 
killed. The later free traders became cosmopolitan rather than im- 
perialist in their outlook. The agitation for imperial preference was 
not revived in Britain until after the Boer War and did not register 
any political success until the first World War. 

In 1 832 the first Reform Act was passed, giving votes to a consider- 

0 Cl. G. M. Trevelyan, British History in the Nineteenth Century, London, 19x8, p. 203. 
The relaxation of the Navigation Acts was largely the result of the legislation passed 
by the United States by way of rTfprisal, an example followed by several European coun- 
tries. Britain had more to lose from l>eing shut out of the carrying trade to these countries 
than she had to gain from protecting the carrying trade to and from her own islands, 
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able number of middle-class people. The Reform Act also? abolished 
many of the*rotten boroughs that were the strongnolds of the land- 
owners and gave seats to the growing industrial towns in the north. 
As a result it wJis nq|t long before businessmen began to win seats in 
Parliament. Effective action, however, was n6t possible during the 
relatively prosperous years that followed. It was not until after a sharp 
crisis occurred in 1 837 that the newly enfranchised merchants began to 
organize seriously. High food prices and unemployment were the 
conditions that called the Anti-Corn Law League into existence in 
1838® and carried it to triumph after the severe crises of the forties 
and the Irish potato famine in 1845-46 had lent redoubled emphasis 
to the League’s propaganda. 

Conflict developed between the leaders of the free-trade movement 
and those of the Chartist agitation. In the beginning of the Chartist 
movement, for example at the mass meeting in 1819 which ended 
tragically in the Peterloo massacre, freer trade and electoral reform 
had been advocated as the economic and political aspects of a demo- 
cratic program. In 1838, these movements began to diverge. In that 
year the Anti-Corn Law League was founded and led by merchants. 

It was well-financed and organized, and relied wholly upon demo- 
cratic processes of agitation — tracts, newspapers, public meetings, 
parliamentary motions, petitions, and personal canvass. The Econo- 
mist, for example, was founded in 1844 as an independent journal, in 
sympathy with the Anti-Corn Law League. 

Chartism, on the other hand, was a purely working-class movement. 

It arose among the new class of factory workers and had much in 
common with the modern development of industrial, as distinct from 
craft, trade unionism. Its original program, as worked out by leaders 
of the London Working Men’s Association, was idealistic though in 
some respects impractical in detail. Most of it has now been incorpo- 
rated into democratic procedures. The original Chartist program 

<^An Anti-Corn Law League was founded by a group of radicals in London early in 
1838, but it was overshadowed and soon absorbed by the League founded a few months 
later in Manchestei by a group of businessmen, among whom Richard Cobden soon , 
emerged as the organizing leader, sacrificing his bfisiness as he became increasingly en- 
gaged in organizing and speaking. Cobden entered Parliament in 1R41. For the story of 
his enlistment of John Bright in active work, after the death of Bright’s wife, see John 
Morley, Life of Richird Cobden, p. igo. Bright entered Parliament in 1843. In 1846, 
Cobden ’s health and finances were broken. A national Subscription enabled him to pur- 
chase the small farm hn which he was born. His house is now maintained as a memorial 
to his work. 
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became overlaid with other causes — ^repeal of the Poor Laws, Land 
Reform, Paper Currency — and Chartism collapsed in 1848, whereas 
the free traders had kept steadily to their program and had gained a 
complete victory in 1846. 

The conflict which developed between the movements was at first 
almost entirely on the Chartist side. The Chartist leaders were sus- 
picious of manufacturers like Cobden, who were opposed to trade 
unionism and factory legislation though resolute for municipal as 
well as parliamentary reform. They were fearful that cheap food would 
in practice mean low wages. Many of them were opposed to factory 
work as destructive of the crafts, and others were afraid of agricultural 
unemployment. Because they were never able to raise enough money 
to organize a continuous and expert campaign of education, their 
main effort was exhausted in sporadic mass meetings. The time had 
not yet arrived when proletarian revolutionary movements could sus- 
tain a long campaign of organization and agitation, and in England 
there was not such desperate misery as gave occasion for a sudden 
popular uprising like the French Revolution. 

After failing to win over the Chartists, the free traders continued 
their campaign in and out of Parliament and gradually won over to 
their support the mass of the factory workers. Chartism drifted into 
the hands of extremists. These leaders struggled among themselves 
and vied in putting forward new schemes of economic reform. The 
end of Chartism as an organized movement came in the revolutionary 
year, 1848, when a mass meeting was to march with a petition to 
Parliament. There was a general fear of revolt and troops were mobil- 
ized; but when the Chartist leaders lost their nerve and delivered the 
petition in a cab, the movement expired in ridicule. Thereafter the 
British working-class movement merged again with the free traders 
and became the backbone of the Liberal party. 

The country-wide educational campaign conducted by the Anti- 
Corn Law League from 1838 to 1846 presents an instructive contrast 
to the failure of Chartism. It was led by capable organizers, it could 
command substantial funds, and it was never allowed to depart from 
its clear and simple original purpose. In many respects it remains a 
model of democratic agitation. Every year a motion was made in the 
House, and the occasion was used for speeches. Ther^ was also a con- 
tinuous agitation throughout the country, directed skillfully and pur- 
posefully by able and resolute men. Opponents of the League charged 
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Ck>bden and Bright with promoting the interests of their fellow manu- 
facturers. They cheerfully admitted the charge, but maintained that 
their interests were identical not only with the national interest but 
with the causi^of ^eacc. They hammered away at the inefficiencies 
and injustices of the uriff, deluged their hearjers with statistics and 
practical examples, refused to identify their cause with party politics, 
and gradually by sheer sincerity, persistence, and logic won the ma- 
jority of public opinion and later of the House of Commons to their 
$upp>ort. 

It was this educational campaign, rather than a dramatic parliamen- 
tary decision at a moment of acute social distress, that changed the 
course of events. The free traders were shrewd enough tacticians to 
realize the debating value of concentrating upon the most vulnerable 
point in their opponents’ case. By the time the country was threatened 
with famine in 1846, the privileged landlords had little support for 
their policy of high food prices. Even more important there was wide- 
spread popular acceptance of the case for free trade in general. 
Whereas before, protection had been the rule and free trade the ex- 
ception, the majority of the British people had come to believe that 
trade should always be completely free. In 1840 a parliamentary com- 
mittee had reported that of 1,150 items in the tariff, ten produced 
90 per cent of the customs revenue, and eight more produced 5 per 
cent. Clearly if tariffs were to be levied for revenue only, sweeping 
reforms could be carried out, leaving all but a very few articles com- 
pletely free of tariff restrictions. At the same time the customs pro- 
cedure could be vastly simplified. 

These reforms were in fact made within the next two decades. The 
Act of 1 846 abolishing the Corn Laws did not become fully effective 
until 1849. In the same year the Navigation Acts were abolished. The 
political confusion which ensued after Sir Robert Peel, the Tory Prime 
Minister, had wrecked his party by abolishing the Corn Laws in 1846, 
prevented any very clear party alignment for some years. In 1853 
William Ewart Gladstone, originally a Peelite Tory, carried through 
further tariff reductions. The necessity of financing the Crimean War 
(1854-56) delayed further progress to\vard free trade. In i860 Glad-’ 
stone began the great series of budgets which completed the free-trade 
movement. « 

These budget laid out a systematic plan by which all but a few 
tariff items were transferred to the free list, the revenue being supple- 
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mented b^^re-intpductipn of the income tax. At the same time vigor- 
ous economy of jiiblic expenditure was enforced, especially upon the 
armed services. Tne result was a shift from indirect to direct taxation, 
paid more heavily by the wealthier classes. In the number of 

dutiable items in the tariff was reduced to 48, and all preferential 
duties admitting imports from British possessions *at favorable rates 
were abolished. In Gladstone's own words there was “a sweep — ^sum- 
mary, entire, and absolute — of what are known as manufactured goods 
from the face of the British tariff." Timber was put on the free list in 
1866, the last small registration duty on corn went in 1869, and sugar 
became free in 1875. 

By the end of the nineteenth century, the British tariff contained 
only fifteen items, the duty on all of which was imposed for revenud 
and countervailed by excise duties on domestic manufacture. Nine-\ 
tenths of the customs revenue was derived from tobacco, tea, spirits, 
and wines. For all other goods entry was free, and statistical and in- 
spection formalities were kept to a minimum. In consequence Britain 
became the greatest market of the world — a dumping ground for 
the world's surpluses, as the protectionists grumbled — the greatest 
importer of foodstuffs and raw materials and even of manufactures. 
Though she lost the commanding leadership in manufactures with 
which she had started the century, her export trade continued to ex- 
pand. The shipping, commercial, insurance, and financial commis- 
sions which were gained from acting as the clearinghouse of world 
trade and investment were very considerable. 

As long as the earnings from exports and services enabled her to 
support an increasing population on a plane of living which was the 
highest in Europe and which rose steadily, there could be no effective 
challenge to the free-trade policy that had made her rich and powerful. 
It was not until the world trading system and its monetary mecha- 
nisms were seriously impaired by the first World War that any breach 
was made in the completeness of her free-trade policy. 

THE TREATY BASIS 

The movement toward freer trade achieved its greatest victory when 
Britain abolished all protective duties. The movement spread to other 
countries through the negotiation of commercial treaties and tariff 
agreements. Commercial treaties have a long history. Early instances 
can be adduced from the Old Testament and from classical history. 
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Some of the British commercial treaties still in force; date back to the 
sevtoteenth century. The principles of internation|n law established 
by such treaties, and the detailed application of those principles to 
particular situaVion^, have been highly elaborated. Standardized 
phraseology has been worked out and fprecedents have been estab- 
lished for the interpretation of specific treaty provisions. This exten- 
sion of commercial treaties in the nineteenth century constitutes one 
of the most useful branches of international law, precisely because it 
was worked out in practical detail. The impairment of this nine- 
teenth-century treaty network was one of the most serious conse- 
quences of the period of economic warfare between the great depres- 
sion and the outbreak of hostilities in 1939. And its restoration on a 
new basis is one of the most urgent tasks which confronts statesmen in 
this postwar period. 

The establishment of the legal rights of alien traders is the first 
and the most fundamental objective of commercial treaty negotia- 
tions. Though negotiations to reduce the impediments to trade, such 
as tariff duties, are often combined with agreements to establish riie 
legal rights of alien traders, tariff reduction by treaty is a distinct and 
in some ways less important objective of treaty-making. The rights of 
aliens do not depend wholly upon treaties, still less upon commercial 
treaties. National legislation in most countries gives them a defined 
status, which tends to approximate that of nationals. It has become 
the custom of most civilized states to observe the well-established 
principles of international law in their treatment of resident aliens. 
Obviously t^^e simplest way to do so is to afford them the protection 
accorded to citizens as long as they observe the laws of the country. 

In the nineteenth century however, there was a great extension of 
the process by which the legal rights of aliens were specifically 
elaborated in the Treaties of Commerce and Navigation negotiated 
by practically all countries of any trading importance. A long list ot 
rights was covered in different commercial treaties, ranging from con- 
ditions of residence, travel, and trade, to the right of burial with suit- 
able decorum and respect. Treaties differed a good deal in compre- 
hensiveness, but the trend in the nineteenth century was definitely 
toward the full acceptance of what came to be known as '^national 
treatment.” Indeed in the latter half of the century this came to be 
taken §0 much fqr granted that its importance was almost forgotten. 
By that time an alien could travel over a large part of Europe with- 
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out passpoK visas„and could buy or rent property, employ labor, and 
invoke the proteaion of the law almost as securely as*in his own 
country. These wra no exchange control, and customs inspections at 
the frontier were perfunctory. 

Much of this cosmopolitanism has been lost in recent years. Ob- 
viously it was an attribute of the laissez-faire system! The increasing 
extent to which states intervene in economic activity diminishes the 
freedom of international transactions. The mere fact of higher taxa- 
tion, particularly of income, opens the door to discrimination against 
aliens. National taxation can be levied in a general form which bears 
with special severity on alien incomes. Schemes of nationalization may 
in practice affect mainly alien enterprises. It becomes increasingly 
difficult to maintain individual rights when the state o[>erates or 
regulates a large sector of economic activity. In a system of complete 
nationalization of industry the alien trader or investor has no place at 
all. Inevitably trade is subjected to a state monopoly. 

It is not surprising to hnd that a similar impairment of individual 
rights has affected various forms of property. In the nineteenth 
century international conventions were negotiated concerning the 
use of patents, copyrights, trade-marks, and other forms of industrial 
property. While national legislation differed a good deal, particularly 
in respect to the validity of patents, the general principle of property 
rights was widely recognized. There has been a nptable weakening of 
this principle in recent years, particularly in countries where the 
state has enlarged its functions. Even if patents, for example, remain 
valid, the opportunity for their use may be circumscribed or the 
transfer of payments may be blocked. 

It is important to realize, therefore, that the trading system of the 
nineteenth century was built up in a world where the rights of the 
private trader and of private property were guaranteed by an exten- 
sive network of treaties. A substantial body of international law 
worked out in specific detail was accepted and implemented over the 
larger part of the trading world. This provided the legal security 
necessary for international enterprise and international investment, 
just as the world-wide practice of exchange stability provided security 
against monetary depreciation. It was a stable world, in which traders 
were free to come and go, to organize and invest abload, almost as 
freely and as safely as in their own -countries. The (treaties s^ich 
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guaranteed this freedom and security were entered into for long terms 
and were normally renewed with a constantly extending scope. 

The United States negotiated its first commercial treaty with France 
as early as Cither treaties were signed with the Netherlands in 
1782, with Sweden in 1783, and with Pw^sia in 1785. In 1794 a treaty 
with Britain provided a clear indication of reconciliation. All these 
treaties, with the exception of the Prussian, are still in force, having 
been renewed and extended at long intervals. From its earliest in- 
dependence, the United States demonstrated its desire to trade with 
the rest of the world upon a basis of legal rules embodied in treaty 
commitments. It still remains a protagonist, and is now the outstand- 
ing protagonist, of the rule of law in this as in every other aspect of 
international relations. 

At the beginning of the nineteenth century, the United States was 
still a minor factor in the world’s trade. Discerning eyes might see, 
as Richard Cobden did, its promise of future greatness, but that 
greatness was still in the future. In 1836 Cobden predicted that the 
United States would become the most productive and powerful coun- 
try in the world because of “its boundless expanse of the most fertile 
soil in the world and its inexhaustible mines," and because of “the 
quality and position of a people universally instructed and perfectly 
free, and possessing, as a consequence of th^se, a new-born energy and 
vitality very far surpassing the character of any nation of the old 
world." This prediction, so different from the supercilious criticisms 
of many other visitors, demonstrates the deep understanding which 
Cobden had of the springs of social progress. It was to be abundantly 
fulfilled; but in the mid-nineteenth century the influence of the 
United States in world affairs was still slight. 

Leadership in establishing the rule of law lay then, as it always lies, 
in the hands of the great trading nations — ^at that time Britain and 
France. Even in the preceding period of mercantilism, efforts had 
been made at intervals to negotiate treaties that would place trade 
between the two countries on a more secure basis. A notable example 
was the Eden Treaty negotiated at the insistence of William Pitt in 
1786, in an effort to restore trade witlt France after the Seven Years* 
War. The revolution intervened and the two countries were again at 
war from 1793 so 1815, with only a brief truce in 1802, 

After peace jeturned, there was little t)pportunity for satisfactory 
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commercial negotiations between France and Britain. Both countries 
maintained a hiah protectionist tarifiE. Even after Huskisson's reduc- 
tions of duties and simplification of tariff formalities in 1823-25, the 
high British duties on French wines and brandies rl mained a stum- 
bling block. Moreover, as long as the Corn Laws remained in force 
there was chronic complaint that Britain would no., import from the 
continental countries where her manufacturers were pressing their 
exports. British manufactures were technically superior to those of 
any other country. British trade also was becoming more conspicu- 
ously multilateral — drawing from the New World imports of raw 
materials (such as cotton from the United States) and exporting manu- 
factured goods to many markets. The less developed industry of France 
in its struggle toward recovery after the long and exhausting wai\ 
feared the competition of British steel and woolens and cotton goods. ' 
There were periodic overtures for a treaty both to establish national 
treatment for traders and to achieve the secondary objective of trade 
negotiations, a reduction of tariff duties, but all overtures proved 
abortive. 

As the great struggle for free trade rose to its climax in Britain 
during the forties, there were attempts in France to emulate the work 
of the Anti-Corn Law League. The professional economists, Jean 
Baptiste Say, Jerome Adolphe Blanqui, and Michel Chevalier es- 
pecially, were convinced free traders. Frederic Bastiat came to Paris 
from the south of France to devote his witty pen to the cause, and 
turned to ridicule the constant search of the manufacturers for further 
protection. His petition of the candlemakers against the competition 
of the sun remains a classic satire on the protectionist faith. But the 
French manufacturers unlike those of Britain were not ready to face 
the bracing winds of competition. There was little popular support 
for a reduction of trade barriers and the Chamber of Deputies under 
Louis Napoleon (1852-70) as under his predecessors remained 
staunchly protectionist. Chevalier was driven to the conclusion that 
the only way to get the French tariffs down was by concluding a com- 
mercial treaty with England. He made repeated overtures to the 
* leader's of the free-trade movement in England, but without effect 
until 1859. 

In that year the recurrent political tension between the two coun- 
tries was working up to a cfisis. They were allies and only a few years 
before had fought together against Russia in the Crimean War. But 
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Louis Napoleon had ambitions to play oflF the nationalist^ movement 
in northern Jtaly against Austria-Hungary and in loing so to add to 
French security by annexing Savoy and Nice. Queen Vktoria and her 
Prince Consortlver^ resolutely opposed both to the weakening of the 
Austro-Hungarian monarchy and to the strengthening of France. 
Lord Palmerstorf, the Prime Minister, was suspicious of designs not 
his own and alert to safeguard British security from invasion. There 
were alarmist reports of the fortification of Cherbourg, of new French 
naval construction, and of barges being prepared for a cross-Channel 
invasion. 

At the height of this tension, John Bright, who shared with Cobden 
the leadership of the free-trade movement, spoke in the House and 
asked “why, instead of lavishing the national substance in arm£({nents, 
they did not go to the French Emperor and attempt to persuade him 
to allow his people to trade freely with ours.“ ^ Bright was even more 
resolute than Cobden in his opposition to Palmerston’s diplomacy 
and to expenditure upon the army and navy. His speech was Che- 
valier’s opportunity to realize his long-cherished dream of a commer- 
cial treaty between England and France. A follower of the socialist- 
technocrat Saint-Simon, Chevalier retained his belief in benevolent 
autocracy. He knew that under the French constitution the treaty- 
making power was vested in the Emperor. He therefore pleaded with 
Cobden to visit France and urge the value of a treaty upon Louis 
Napoleon. 

Cobden, like most of the free traders, had been opposed to using 
commercial treaties as a means of tariff bargaining. In this view, 
treaties should guarantee the conditions of free-trading enterprise, 
and tariffs should be reduced unilaterally as a sovereign act in the 
national interest, not on a basis of reciprocity.*' Chevalier, however, 
was able to convince Cobden that a treaty was the only practical means 

7 John Morley, The Life of Richard Cobden, p. 702. For Bright's cTwn account of this 
incident sec G. M. Trevcl>an, Life of John Bright, London, 1913, p. 285. The cxapt text 
of this passage in Bright’s speech is given by A. L. Dunham, The Anglo-French Treaty 
of Commerce of t86o, Ann Arbor, 1930, p. 49. 

8 The doctrinaire free traders continued to hold tjiis view. Villiers criticized the treaty 
in the House. McCulloch, in a long Note XIV to his edition of The Wealth of Nations 
in 1863, and maintained in the revised edition of 1870 (p. 546), argued that: “When a few 
general rules are agreed upon for the security of trade and navigation ... all is done 
that ought to be attifmpted in a commercial treaty. ... It is an abuse and a per- 
version of commercial treaties to make them instrumeflts for regulating duties or pre- 
scribing Customrhou^ regulations. The commercial treaty with France negotiated in, 
i860, strikingly illustrates what has now l}een stated," 
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of moving toward free trade in France. Clearly the peace motive was 
uppermost in thV minds of Cobden and Bright, as well as of Gladstone 
who as Chancellor of the Exchequer had the political power to put the 
treaty through. Preliminary conversations first ^itl) officials in Paris 
and then with the Emperor at Compi^gne, convinced Cobden that a 
treaty was possible. As he warmed to his task, the magnitude of the 
opportunity grew upon him. After receiving Gladstone’s blessing, he 
wrote to Chevalier: “I utterly despair of finding peace and harmony 
in the efforts of Governments and diplomatists. The people of the 
two Nations must be brought into mutual dependence by supplying 
each other’s wants. There is no other way of counteracting the an- 
tagonism of language and race. It is God’s own method of producing 
an entente cordiale, and no other plan is worth a farthing.” • i 

The treaty that was signed in i860 represented substantial conces- 
sions on both sides. Britain would in any case have given up the duties 
on French manufactures, but she would probably not have reduced 
the duties on wines, which represented a substantial loss of revenue. 
The opportunity to do this was presented by the maturing of some 
annuities. The obligation to pay these annuities came to an end in 
i860 and the saving thus made was set off against the loss of revenue 
caused by the reduction of duties on French wines. This was a victory 
for the peace party since there had been a strong demand that the sav- 
ing on the annuities should be devoted to fortifications. Gladstone 
incorporated the tariff reductions in his great budget of i860, and 
this went a long way toward completing the free-trade program. The 
most difficult concession for the British to make was a pledge not to 
obstruct the export of coal — a difficult pledge to carry through a 
House suspicious of French invasion plans and irritated by Lx>uis 
Napoleon’s seizure of Nice and Savoy. 

The British action was the more courageous since the Emperor, in 
fulfillment of a prior commitment to the Chamber of Deputies, was 
able to promise only a future reduction of duties. This promise how- 
ever was soon redeemed, and the British manufacturers of cottons 

and woolens and of iron and steel and metal wares as well found a 

•> 

V This is the first recorded use of the phrase entente cordiale which became the standard 
description of the increasingly intimate relations between England and France. Cf. J. A. 
Hobson, Richard Cobden: The International Man, London, p. 242: **Cobden*s 
mission to France in 185^-60 4 ot the negotiation of a commercial treaty with Great 
Britain was not in its first intent a business mission. It was a peacv mission.” 
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great market opened to them. Louis Napoleon made |oans aVailable to 
thel^rench mnnufacturers to tide them over the firs| severe impact of 
competition from the cheaper British imports. Thus they were en- 
abled to start a proce:|s of modernization. It was not long before French 
industry, specializing upon the commodities for which its people had 
peculiar skills, notSably in design, were competing effectively in world 
markets including the British market. In its main objective the 
negotiation achieved a considerable measure of success. The political 
tension was dissipated and the entente cordiale gradually became a 
reality. Since 1 860 there has only once — the Fashoda incident in 1 898 
— been any possibility of war between France and England. 

Two other results warrant the fame of this treaty. The first was 
that for a brief period it inaugurated a chain of other tariff treaties. 
Within a few years after i860 France negotiated similar agreements 
with all the other European countries except Russia, and Britain, 
despite her inability to offer tariff concessions once she had completed 
the free-trade program, secured treaties with Belgium (1862), Italy 
(1863), the Zollverein and Austria (1865). 

The second and even more important result was that the yse of the 
already standard most-favored-nation clause was copied in practically 
all the treaties signed thenceforward among the European countries. 
This dause — by which each contracting party to a trade agreement 
assures the other of tariff duties at the lowest level granted to any 
third country — ought in fact to be called equally-favored-nation treat- 
ment, or in the modern American phrase “equality of trading oppor- 
tunity.” The unconditional form of the clause, by which each country 
receives without any question of reciprocal concessions whatever tariff 
reductions are granted by every country with which it has a treaty, 
was a potent means of restraining tariff increases during the latter 
part of the nineteenth century. In addition many important treaties 
which ran for long periods contained provisions binding tariff items 
against increase. These had the effect of preventing,' during the cur- 
rency of the treaty, any increase of duties on a large list of imports. 
Since every country had many treaties con(aining such provisions and 
expiring at different dates, it became difficult to embark upon whole- 
ale tariff increases. 

The Anglo-FrenJ;h treaty of i860 left a p<5rmanent mark on com- 
mercial policy. It demonstrated that bilateral negotiations are the 
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most efiFecttve of 111 methods of tariff reduction, provided they aim at 
multilateral tradj Indeed, the effectiveness of this treaty owes much to 
the unilateral determination of Britain to complete her free-trade 
policy. Bilateralism — the attempt to canalize tra<J^ between each pair 
of trading countries — has been a growing evil in recent years. But no 
one should confuse the objective of bilateralism with the method of 
negotiating bilaterally to open up markets for multilateral trade. Cob- 
den and Chevalier showed once and for all in i860 that the bilateral 
method of negotiation can be used effectively to stimulate a world- 
wide expansion of multilateral trade, and that in doing so good use 
can be made of the unconditional form of most-favored-nation treat- 
ment. 

Th# fundamental requirement of a treaty basis is a body of interna- 
tional legal rules by which trade may proceed freely and securely. In 
the nineteenth century this was achieved somewhat slowly and hap- 
hazardly by the negotiation of a network of bilateral treaties. In the 
more urgent and rapid pace of events at the present time, it has been 
found necessary to negotiate a multilateral agreement between many 
nations in order to create a means to restore order and sanity to the 
confused and anarchic world market. 

THE RETURN TO PROTECTION 

Coming after a long and grueling struggle that had ended in the 
final round with a knockout blow in 1815, the second quarter of the 
nineteenth century had been a period of political and economic ex- 
haustion. Not only the victors and the vanquished, but the spectators 
as well, needed time to build up their emotional reserves and physical 
energy. In such periods nationalism falls to a low ebb. Economic 
necessities take precedence over political aspirations. Impoverished 
and exhausted peoples dream of peace, retrenchment, and reform. 
A bold initiative on the part of the great trading countries can at such 
times restore international economic co-operation. But if that initi- 
ative is lacking, exhaustion and despair may — as after the war of 
1914-18 — breed a more virylent nationalism. 

Free trade was a British concept, and Britain was the predominant 
economic power in the nineteenth-century trading world. By the 
middle of the century hej, leadership in manufactures, finance, trade, 
and shipping was at its peak. The middle-class manufacturers and 
traders, aided at the last by the financiers of the city of London, had 
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won a resounding victory over the landowning ^ristocAcy.^® The 
working classes had been persuaded that it was important to concen- 
trate on ensuring abundant supplies of cheap food before struggling 
for the vote. Jonn i^right, for whom free trade had always been a 
“condition of the people’* question, had begun to lead the fight for 
electoral reform aS soon as the free-trade victory was won. Money wages 
had not fallen when food was cheapened. Indeed they had risen 
sharply in the prosperous years following abolition of the Corn Laws. 
In the twenty years 1 846-66, money wages rose by 30 to 40 per cent and 
hours were shortened, but the greatest gain was in the improved pur- 
chasing power as food prices fell sharply. The free traders could point 
to a prosperous England as proof of the soundness of their policies, * 

The British renunciation of economic nationalism was con^lete. 
But the free traders knew that this was merely the foundation upon 
which a peaceful world might be built. They confidently expected that 
public opinion in other countries would be so impressed by British 
prosperity that other governments would be forced into parallel re- 
forms. In the decade following i860 there was some reason to hope 
that their confidence would soon be justified. There was a scaling down 
of tariffs all over Europe, a network of trade treaties was negotiated, 
and most-favored-nation treatment was widely accepted. It really 
seemed as if universal free trade was only a matter of time. To men 
who believed passionately in the power of rational argument to en- 
lighten public opinion and whose belief had been so triumphantly 
vindicated in their own country, it seemed inevitable that all other 
peoples would join Britain in the quest of peace and prosperity. 

Meanwhile the liberal free traders fought steadily for conciliatory 
foreign policies and for restraint in the use of Britain’s naval and 
military strength. They opposed every item of expenditure on the 
armed services, and extended their opposition to government expendi- 
ture in general. The basis of their opposition to the successive Factory 
Acts and to the shortening of hours by legislation was buttressed by 
their fear of increasing the power of the bureaucracy. Bright was 

10 Cf. G. M. Trevelyan, The Life of John Bright, jpp. 6g and 74. The AntL-Com Law 
League orators had made effective use of such flippancies as the couplet attributed to 
Lord Manners (later Duke of Rutland): 

Let trade and commerce, laws and learning die, 
cElit leave us still our old nobil|tyjp 

and the unfortunate advice by a “Protectionist Duke" offered apparently in good lakh. 
He had recommended the operative classes to take an occasional pinch of curry powder 
in a little water to allay their inconvenient craving for food. 
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indignanf that ]fcx)rd Ashley, the leader of the movement for factory 
legislation, whoprew his income from rents and represented a rural 
county, ‘'said nothing about the abject condition of the labourer there 
at six shillings to eight shillings a week, while h| railed a hue and cry 
against masters who, like Bright himself, paid sixteen shillings a week 
to their men. And at the same time Ashley was stiK refusing to better 
the condition of Lancashire and Dorsetshire alike, by repealing the 
Corn Law.’’ 

We may agree with Professor G. M. Trevelyan that in the long run 
it was fortunate that the condition of the agricultural laborers was 
exposed by the manufacturers and that of the industrial laborers was 
exposed by the landlords. In the end both free trade and factory legisla- 
tion 4vere achieved. We may^ agree also that it was impossible to rely 
at that time upon “the common sense and benevolence of masters and 
the bargaining power of the employee,*’ and that state intervention 
in the labor market was justified and necessary. But the free tracers 
were right in fearing the arbitrary extension of state power* 

In two important fields of diplomacy the Cobdenite free traders 
fought traditional policies. In the first place, they were whole- 
heartedly opposed to meddling in the affairs of other countries, even 
for righteous causes. They recognized that tyranny was widespread, 
but they did not believe that Britain either could or should rescue 
freedom by force of arms. John Bright was a Quaker, but he was not 
a pacifist. Both he and Cobden, however, were staunch in their op- 
position to saber-rattling and threatening gestures, and still more to 
war on balance-of- power principles.^* When Russia in 1849 attacked 
the followers of Kossuth who were fighting for the independence of 
Hungary, and Turkey gave asylum to Hungarian refugees, the mer- 
chants who knew the incredible corruption of the Ottoman Empire 
could not be deceived into believing that Turkey was a liberal power 

11 Citations from C. M. Trevelyan, Life of John Bright, pp. 155-59. 

1'^ Bright expressly repudiated the pacifist position of non-resistance. The best il- 
lustrations of this fact are found in his correspondence with Charles Sumner during 
the Civil War period. He was active in conciliation during the affair of the Confederate 
envoys Mason and Slidell and diuing the Alabama negotiations. But he was whole- 
heartedly on the antislavery side. Many of his letters were read in meetings of Lincoln's 
Cabinet, including his appeal against a compromise peace. In January, 1864, President 
Lincoln pardoned a twenty-year-old British subject who had been convicted by the CaU- 
fomia courts of trying to outfit a privateer in San Francisco Ba^. The pardon was given 
at Bright's request and was staled by Lincoln to be intended as '*a public mark of the 
high esteem held by the United States of America for the hijh character and steady 
friendship of the said John Bright.*' Cf. Trevelyan, ibid., Ch. XIV. 
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to be defended against the might of Tsarist Russia. T^y held no brief 
for the Tsar, But when in 1854 a dispute between Tdrkey and Russia 
led to the Crimepp War, they refused to join in the clam6r to defend 
Turkey. ^ 

In the second place, the liberal free trad^n protested against the 
promotion of trade by force and the exaction of economic privilege 
from colonial peoples and weaker nations. Their record in this re- 
spect is unblemished. John Bright in particular is still remembered 
gratefully in Ireland for his long struggle in an unsympathetic House 
of Commons against what Disraeli pithily described as “an alien 
church and an absentee aristocracy.” But the free traders fought also 
against exploitation in India, Burma, China, Borneo, and other areas. 
They were staunchly and consistently anti-imperialist. As loiTg as 
their ideas were reflected in government policy, the clamor of special 
interests for more aggressive diplomatic support of trading ventures 
was resisted.** 

These facts have been recalled briefly, not only to emphasize the 
political aspects of the liberal philosophy, but also because it was de- 
feat on these issues that destroyed all hope of extending the free-trade 
movement internationally. The dream of a world-wide commercial 
system in which economic competition would bring about the maxi- 
mum of specialized production may have been an illusion based upon 
a naive and idealistic belief in the essential rationality and common 
sense of men. It may have counted unduly upon traders being wise 

18 Cf. R. Barry O'Brien, John Bright, London, 1910, p. 1: “Why should I write a 
monograph on John Bright? What is there in common between the English Puritan 
statesman and an Irish Catholic Nationalist? Had a stranger entered my father's house 
in the West of Ireland forty years ago, the first object which would have met his eye 
was a bust of John Bright. Why was it there? Because alone among leading English 
statesmen, at that time, Bright fearlessly identified himself with the Irish popular cause. 
His speeches were a revelation to me. They breathed, one might almost say, a spirit of 
revolt against English injustice in Ireland, and defiantly demanded that the wrongs 
of the people should be redressed.” 

Cf. also John Morley. Life of Richard Cobden, p. 519, citing a letter from Cobden 
to Bright (December 6, 1849): "You must get Captain Mundy’s edition of 'Brooke’s 
Diary’. . . . There aie details of bloodshed and executions whidi, if they had appeared 
in the first edition, would have checked the sentimental mania which gave Brooke all 
his powers of evil. . . . We as a nation have an awful fltribution in store for us if Heaven 
strike a just reckoning, as 1 believe it does, for wicked deeds even in this world. There 
must be a public and solemn protest against this wholesale massacre. The Peace Society 
and the Aborigines Society are shams if such deeds go unrebuked. We cannot go before 
the world with clean hands on any other question if w^ are silent spectators of such 
atrocities,” * 

For the pressure of vested interests, cf. Nathan A. Pelcovits, Old China Hands and thb 
Foreign Office, New York, 1948. 
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enough to see thit their tfue long-run interest lay in promoting the 
common welfare, fand in being generous enough to abstain from" at- 
tempts to exffioit the weakness and ignorance of their Jellow men. But 
it was never tested in practice. Before it could ^et well under way, 
economic nationalism had recaptured the seats of power, from which 
indeed it had never been completely displaced. 

The closing decades of the nineteenth century witnessed a steady, 
if cautious, extension of tariff warfare. National economic rivalry 
found vent in renewed imperialism. Africa was partitioned, and 
China was divided into spheres of influence. New empires were carved 
out and old empires consolidated in southeast Asia and the Middle 
East. There was a scramble even for the scattered islands of the 
Pacific. As this new imperialism developed, shipping and naval rival- 
ries were exacerbated, and the tension thus provoked finally broke into 
war in 1914. The revival of tariff protection to which the remainder 
of this section is devoted was the first symptom of ultimate conflict. 

Tariff history is largely a record of interested groups seeking a 
privileged position in the national economy and advancing patriotic 
reasons for so doing. Employment, living standards, national welfare, 
and national power are the stock in trade of the protectionist argu- 
ment. There are cases where the argument is plausible, though the 
self-interested promotion of protection in the public interest is in- 
evitably suspect. If this was the worst aspect of tariff protection, how- 
ever, not too much damage would be done. The experience of the 
latter part of the nineteenth century, when there was a widespread 
increase of tariff duties, is sufficient to prove that moderate and stable 
tariffs, while they hamper, do not destroy trade. This is primarily 
because they are compatible with the working of the competitive 
price mechanism, and not destructive of it. Imposed at the most com- 
petitive point of the trading process, the contact of wholesale buyer 
and seller, the effect of a tariff duty is diffused by the bargaining 
processes of the market over a wide range of producing and consuming 
interests of the commodity taxed, its component materials, and auxil- 
iary and competing products^ Spread in this way, moderate duties have 
not, in the past, prevented trade expansion. 

The really dangerous use of tariffs, as of other impediments to 
trade, occurs when they ^ are imposed primarily for reasons of state, 
usually as an instrument of economic warfare. When protection is ad- 
vocated as a means of strengthening the power of the state — by making 
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the national economy more self-sufficient, by establishing strategic 
industries, by»building up trade connections less vutperable in case of 
war — when national power and prestige are thus invoked^ieven though 
private interests'^prdfit by the protection, then it becomes difficult to 
operate a specialized, interdependent, worlfl^trading system. Power 
takes many forms. It is always liable to be abused. But the most danger- 
ous of all concentrations of power occurs when economic and political 
power is fused into a single instrument. What finally destroyed the 
nineteenth-century trading system was economic p>olicy pursued in a 
spirit of nationalism, for political rather than economic reasons. 

In the decade of the seventies there was a resurgence of protection- 
ism in Europe. The most important evidence of this was the German 
tariff of 1879, incorporating Bismarck’s “compact of iron and,rye.’’ 
It is true that other European countries, including France, had re- 
coiled in the early seventies from the trend toward freer trade. It is 
also true that after the Civil War the United States rapidly developed 
a high protective tariff, and that other independent countries in the 
New World' began to raise their tariffs also. The British colonies of 
settlement used their newly granted powers of self-government to be- 
gin the process of industrial development behind the shelter of pro- 
tective tariffs. For the most part these colonial tariffs were moderate. 
In any case they were erected largely at the expense of the local con- 
sumers, since it was not feasible at that time to develop any great 
industries in such small markets, and the export trade continued to 
be a dominant preoccupation. 

After the Civil War the United States tariff became an important 
barrier to trade. There had not been much protectionist sentiment in 
Congress in the forties and fifties. The struggle over nullification and 
the Compromise tariff of 1 833 had shown the political dangers of high- 
tariff proposals. The tariff of 1842 raised duties somewhat. Those of 
1846 and 1857, to take the more outstanding of frequent revisions, 
were downward. The United States was embarked upon its westward 
expansion and there is a general consensus of opinion that tariff legis- 
lation in this period was unimportant and did not arouse great public 
interest. 

High tariffs canie with the outbreak of war between the States in 
1861, and then prftnarily because of the need.for revenue. An elaborate 
system of excise taxes, covering a wide variety of commodities, was 
countervailed by corresponding increases in the tariff on imports. 
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After the Var tlilp southern opposition to protection, formerly so po- 
tent, could be di.^'egarded. The dominant northern stat^, their manu- 
factures expanded by the stimulus of war demands ai^ by inflationary 
war finance, faced great difficulties when deflat/on set in. They de- 
manded and obtained the abolition of the excise taxes, while the 
higher import duties were maintained and even increased. The identi- 
fication of the Republican party with high tariff policy and of the 
Democrats with tariff reduction was strengthened in this postwar 
period and has not yet wholly disappeared. This identification became 
clear when President Cleveland advocated a sharp reduction in the 
tariff and this became the main issue of the election of 1888. Cleveland 


lost the election and the McKinley tariff of 1890 marked a new phase 
of sti^l higher protection. By this time the infant-industry argument 
was somewhat threadbare, and the protectionist case began to be based 
upon the home market and self-sufficiency. The full dinner-pail made 
its appearance as an effective slogan. 

The popular reaction to the McKinley tariff, however, was hostile, 
especially in the western states. In 1892 Cleveland was again elected 
and the tariff of 1894 lowered duties. This was a short-lived victory 
For the low-tariff party. In the next election, fought mainly on free 
silver, the Republicans were returned and the Dingley tariff of 1897 
marked a new high level of protection. The Dingley tariff remained 
the basic law until in 1913, under President Wilson, there was again 
some reduction. Then after the first World War, the Fordney- 
McCumber tariff of 1922 and the Hawley-Smoot tariff of 1930 
carried protection to higher levels than ever. 

Throughout these decades the issue was fought in the United States 
almost wholly on economic grounds. Tlie tariff was primarily a do- 
mestic issue. Considerations of national defense were unimportant 
and hardly mentioned. The United States was not yet a creditor coun- 
try, nor was it a great industrial exporting country until after 1918. 
Even after 1918, the international economic aspects of the tariff ques- 
tion continued to be neglected almost as completely as its international 
political aspects, until the severe crisis of 1929-33 brought home to 
its citizens the changed position of the United States in the world 
economy. The first indication of a changing policy had been the switch 
from conditional to' uncqpditional most-favored-nation treatment in 
1923* The great depression brought in its train the K.eciprOcal Trade 
Agreements Act of 1 934. 
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Unlike the increase of protection in the United States, the return to 
protection in» Europe after 1879 was very definitejfy influenced by 
international po|itics. The rise of Germany as a great power and the 
quick strokes by whiif)^ Bismarck had consolidated the German Empire 
under Prussian leadership disturbed the balsfhce of power in Europe* 
This process of cdnsolidation had begun when Frederick the Great 
had taken Silesia with its coal fields from Austria-Hungary in 1740 and 
part of Poland in 1772. This was the first partition of Poland. The 
second and third partitions in 1793 and 1795 had added further terri- 
tory to Prussia. 

The process thus begun was furthered by the nationalist reaction 
evoked by Napoleon’s rough treatment of the smaller German states. 
There were more than 300 of these states and Napoleon reduced fheir 
number to s’g. It was in the early nineteenth century that the philoso- 
phers Johann Gottlieb Fichte and G. W. F. Hegel, enunciated the 
theories which were to provide an intellectual basis for the revival 
of German nationalism. The process of consolidation was carried on 
by the negotiations which finally led to the formation of the Customs 
Union (Zollverein) in 1834. A century later Germans would recall 
this step as the inauguration of an era of national unity, freedom, and 
development.^* 

The movement that led to this most important customs union was 
largely inspired by free-trade principles, though as always in such 
movements power-politics entered in. Prussia was contending for 
leadership among the German states and conducted what almost 
amounted to economic warfare against Hanover, partly because of 
Hanover’s British connection. The very liberal Prussian tariff of 1818 
had inaugurated free trade within the scattered Prussian territories 
and had levied only moderate duties on foreign imports. There was a 
strong liberal movement in Prussia led by H. F, K. Stein and Karl 
August Hardenberg. Its main emphasis was on domestic reforms, par- 
ticularly in regard to agricultural serfdom. But Stein and Hardenberg 
were disciples of Adam Smith, and Smithianismus was widespread. 

1* Cf. W. Ropke, German Commercial Policy, Longmans, Green Sc Co„ Inc., New York, 
1934, p. 1: *'U was one of the merriest New Year’s Eves which the German nation had seen. 
Precisely at the moment when the church bells all over the country chimed in the new 
year the good old turnpikes were lifted from the Baltic Sea down to the Bodensee, to the 
infinite enjoyment of the people who got rid thereby rf the internal customs barriers 
which otherwise would^ave strangled the growth of the later colossus of German industry. 
Everybody was happy except the smugglers because everybody was to gain except the 
smugglers. An era of freedom and unimpeded enterprise had b^n initiated.” 
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The weight of Pnassia was thrown behind liberal opinion in regard to 
tariff policy. | • 

On the other hand, Prussia lay across most of the trade routes, and 
the temptation to use high transit duties, not only^as a'lucrative source 
of revenue but as an instrument of trade rivalry, was too great. Pres- 
sure to remove these duties helped along the mcfvement toward a 
customs union. It is significant to recall that the Zollverein was pri- 
marily a liberal movement and for many years was dominated by 
liberal, almost free-trade, principles. But in the long run it became 
the nucleus of an aggressive imperial development. The history of 
customs unions shows that they seldom endure unless they lead to 
closer political union. When this happens there is a considerable 
chanc;;^ that a new, enlarged nationalism finds expression in restrictive 
commercial policies. 

Palmerston and other European statesmen were not very sympa- 
thetic with the Zollverein negotiations. Fearing the creation of a new 
center of power, which might eventually embark upon, a high pro- 
tective policy, Palmerston coquetted with the idea of a rival union 
or alternatively of special arrangements with some of the smaller Ger- 
man states. The British free traders opposed to Palmerston were se- 
cure in their belief that common sense would dictate a low-tariff policy 
and were wholehearted in support of the Zollverein. From 1834 to 
1870 events seemed to bear out their judgment. Despite the nationalist 
teachings of Friedrich List, the Zollverein maintained a low tariff, 
and after the repeal of the British Corn Laws, German landowners 
found a profitable market in Britain for their agricultural exports. 
The dominant Prussian Junkers grew grain on their great estates and 
were therefore strong advocates of free trade until the opening up of 
the Middle Western plains of the United States began in the early 
seventies to pour a flood of cheap grain into Europe. This flood not 
only ruined the Junkers’ market in Britain, but spilled over into their 
own home markets. 

The German tariff revision of 1879 which marked the end of the 
Zollverein low-tariff policy, followed tariff increases in many other 
countries. Before this, however, Bismarck had struck suddenly at 
Denmark in 1864, securing the Schleswig-Holstein territory, through 
which the Kiel Canal wasjater to be cut; at Austria hi 1866, disposing 
once and for all of the latter’s influence among thecGermanic states; 
and, finally, at France in 1870, securing Alsace and Lorraine, and also 
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the final unification of the German states. The Gei^an Etnpire was 
protlaimed at Versailles in January, 1871. In 1870 ifaly, too, achieved 
unification but ^t was the union of Germany which reversed the free- 
trade current and ^t every continental power on the search for se- 
curity and self-sufficiency. The alarm felt b/ the manner in which the 
German Empire liad been created ^vas further enhanced in 1879 when 
Bismarck negotiated the agreement known as the compact of iron and 
rye between the grain-growing Junkers east of the Elbe and the rising 
group of manufacturers whose power was centered in the Rhineland. 
This agreement by wliich tariff protection was extended both to grains 
and to manufactures enabled him to shift his political support from 
the liberal to the conservative groups in the Reichstag, and committed 
Germany to policies of industrial expansion and agricultural, pro- 
tection. The detailed steps by which European tariffs were raised are 
less important than the fact that commercial policy became subordi- 
nate to diplomatic and power considerations. 

The tariff history of Europe thenceforth was influenced by the 
diplomatic struggle that finally ended in the first World War, It 
would be difficult to cite specific cases of tariffs being used for political 
bargaining. Actual tariff schedules resulted in the main from pro- 
tectionist pressures. But a reawakened nationalism made their ac- 
ceptance easier. In one respect — ^the struggle for markets in colonial 
areas — tariff barriers appear to have contributed directly to the drift 
toward war. In the last quarter of the nineteenth century Europe be- 
came more and more of an armed camp. Every aspect of international 
economic relations — the building of railroads and telegraphs, loan 
policies, and commercial policy — was influenced by this fact. 

Despite these developments Britain remained faithful to free trade 
and a group of smaller powers in western Europe followed her ex- 
ample. Denmark adapted her agriculture to the use of imported grain 
and foodstuffs. Switzerland, Belgium, and Holland specialized upon 
the production of commodities in which they had a comparative ad- 
vantage, and upon the transit trade between the outside world and 
continental Europe in which their geographical position gave them 
advantages. More and more, Britain came to specialize upon the pro- 
duction of commodities such as textiles in which she had long held a 
commanding position, and upon highly effici/nt shipping, commercial, 
and financial ser’wices she could render by reason of her free commodity 
and money markets. Though her own trade was world-wide, and the 
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great bulk of w#rld trade was cleared and largely jfinanced through 
London, many cw her important markets were being walled about by 
tariffs. The area in which trade could proceed freely shrank virtually 
to the undeveloped colonial, or semicolonial ^eas of Asia, Africa, 
and Latin America. The weight of trade restrictions gradually began 
to tell, and about 1910 economists were discussing the extent to which 
the terms of trade were turning against Britain. 

In the latter decades of the nineteenth century there had been a 
renewed scramble among the industrial powers for colonial territories 
and for assured access to raw materials. The British crown had taken 
over the direct responsibility for the governance of India after the 
Mutiny in 1857. Despite the check to colonial expansion imposed by 
the American Revolution, and the theory so tenaciously held by the 
free traders that access to markets was preferable to annexation of 
territory, the boundaries of the British and other empires were steadily 
extended. Clashes with native peoples or weak governments, resulting 
from the activities of traders, investors, and even missionaries, often 
resulted in punitive expeditions and ultimate annexations. In the 
same way trading enterprise, supported by diplomatic pressure and 
armed force, resulted in the imposition of unequal treaties and the 
granting of territorial concessions by weak nations. Foreign settle- 
ments were lodged in Japan, China, and Siam. Turkey was put under 
a regime of capitulations. Egypt and much of the Middle East became 
a sphere of British influence after Disraeli secured effective control of 
the Suez Canal in 1875. Malaya, Burma, Borneo, and much of Africa 
became British territory also. 

The scramble for Africa had begun anew when the Belgian king, 
Leopold II, in the seventies acquired what later became the Belgian 
Congo. Using harsh methods which had been all too common in earlier 
colonial ventures, the Belgians found that the public conscience in 
civilized countries had become more sensitive. A century of humani- 
tarian teaching had not been without effect. As different European 
nations joined in the scramble, there was strong condemnation of ruth- 
less methods, and not a little condemnation of imperialism in general. 
Such protests were inadequate. Modem industrialism was beginning 
to devour mineral raw materials in constantly increasing quantity. 
The older centers of industrial manufacture were‘ exhausting their 
reserves of all but the commoner metals, and new supplies were being 
sought in undeveloped areas all over the world. 
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Italy began in the eighties to push toward Ethiopia ^rom the Red Sea 
as well as fromi Libya. Follov/ing the Belgian example/France extended 
her control frorn^ the north African coast across the Sah^jra, and west 
until in 1898 General Marchand was checked at Fashoda by the 
British who had pushed their control south irom Egypt. The price 
paid by the British for French withdrawal from the Sudan was recog- 
nition of French claims in Morocco. The British were also expanding 
inland from tlieir holdings on the east and west coasts of Africa and 
northward from the C'ape till in 1899 they clashed with the Boer re- 
publics. Cecil Rhodes, who had amassed a great fortune in South 
African gold mining, was dreaming of the Cape to Cairo railroad. In 
the Near East the Ottoman Empire was crumbling, the Balkan states 
asserting their indejjendence, while British enterprise was opening 
up the territory around the Persian Gulf, and Germany was pushing 
a project for the Berlin to Bagdad railroad. 

The United States, as a result of the Spanish-American War, ac- 
([uired the Philipj)ines, Porto Rico, and the Hawaiian Islands in 
1898. Part of Samoa was annexed in 1899. In 1903 the Canal Zone 
was acquired, and the Panama Canal was built across the isthmus 
where the newly created Republic of Panama proved to be more 
complaisant that Colombia had been. Most of the other Pacific Is- 
lands fell to Britain, though France had acquired Tahiti and New 
Caledonia, and Germany the Marianas and — to the great alarm of Aus- 
tralia and New Zealand — part of New Guinea and the rest of Samoa. 
In 1899 the United States with British support had promulgated the 
doctrine of the Open Door in China as supplement to the earlier Mon- 
roe Doctrine. In simple terms the Open Door doctrine was the rule 
of most-favored-nation treatment, a prohibition of exclusive or prefer- 
ential concessions in China. It did not safeguard the independence 01 
economic interest of China but merely ensured an open field for 
foreign enterprise. 

By the end of the nineteenth century the conquest of the non- 
European world was virtually complete, and over a large part of it, 
annexation had completed the process of subjugation qf the native 
peoples. Except in regard to minerals in certain areas — such as the 
gold of South Africa, the copper of Rhodesia and the Belgian Congo, 
and the tin of Malaya — and to the less waluable opportunities for 
capital investmept in other areas, this latest period of imperialism 
failed to yield as rich returns as did the earlier ventures of Spain in 
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South and Cental America, of Portugal in Brazil, of the Dutch in 
the Far East anc^ the British in India. If the co^ts of ^war and war 
preparation ^nd of a broken world trading system are reckoned in, 
the balance sheet of imperialism shows a poor r^curn. 

It was the misfortune of Germany, Italy, and Japan to enter the 
scramble after the richest prizes had already been taken. Germany’s 
colonial quest yielded little more than inferior colonies in the interior 
of Africa and a barren stretch of its southwest coast, a few Pacific is- 
lands, and some concessions in China. A colonial and world trading 
power must also have ocean shipping, and shipping must be protected 
by naval power. Germany added to its already formidable military 
expenses an expanding naval budget. Steel orders for shipping and 
shipbuilding were part of the compensation received by the heavy 
industries for their consent to increased agricultural protection. The 
armament race was on, and it was inevitable that one incident or 
another would precipitate a greater war than the world had ever seen. 

The outcome of this venture in forceful diplomacy — the reliance 
upon blood and iron — was what might have been foreseen. German 
diplomacy was inept because the iron hand was too plainly visible. The 
decision in 1914 to attack France through Belgium was merely the last 
in a long chain of decisions that finally mobilized the larger part of 
the democratic world in opposition to German aspirations. Cobden, 
a true friend and staunch admirer of the German people, would have 
regarded this ultimate defeat as the inevitable consequence of relying 
upon armed diplomacy rather than peaceful trading penetration. The 
Germany he knew had laid the educational and scientiHc foundations 
for industrial leadership. Upon those foundations subsequent genera- 
tions had erected an imposing industrial and trading structure. Ger- 
many might have become the greatest trading power in Europe, but 
the challenge to war was accepted, and in the struggle the whole 
structure of German trade so carefully erected crumbled into ruin. 
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THE CLASSICAL ORTHODOXY 

Immediately after the free-trade campaign had been carried to tri- 
umph, there ensued in England a tremendous burst of prosperity and 
trading expansion. In retrospect this seems to have come in part from 
the inflationary effects of the great gold discoveries in the middle of 
the nineteenth century. For one brief decade at the close of this period 
of prosperity — from i860 to 1870 — there seemed a reasonable pros- 
pect that all the great trading nations would follow the example of 
England and accept free trade. That dream came to a sudden end. In 
the first reaction from it Walter Bagehot was driven to explain the 
“obvious reasons why English Political Economy should be thus un- 
popular out of England.” His explanation was a double one. It was 
difficult, he thought, for most people to understand that political 
economy is an abstract science. It was particularly difficult for those 
whose economic environment was less developed than in England and 
hence more remote from the assumptions of political economy. 

The classical economists had been perfectly aware that their ana- 
lytical models were abstractions, deliberately designed to reveal cer- 
tain forces they wished to emphasize. As an oculist uses atropine to 
dilate the pupil of an eye he wishes to examine, they were concerned 
to throw into sharp relief the working of the economic forces they 
wished to emphasize. John Stuart Mill in an^eloquent justification of 
the deductive method had been at pains to define political economy as 
an abstract science, akin to mathematics. He had ridiculed the notion 

*S7 
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thiat “any ^liticf.1 economist was ever so absurd as to suppose that 
mankind are really thus constituted,” and was emphatic in his state- 
ment that "the mere political economist, he who has studied no science 
but Political Economy, if he attempt to apply hi^science to practice, 
will fail.” 

Contemporary writers in other countries were sbmewhat puzzled 
by the narrow emphasis which in England gave political economy “a 
physiognomy and a tendency exclusively industrial.” Jerome Adolphe 
Blanqui, who had succeeded J. B. Say in his chair at the Collie de 
France, first published his survey of economic thought in 1837.. In 
characteristically French style, he attempted to summarize the nature 
of the various national schools of political economy in his day. The 
Italisuii school, he wrote, “has been at all times philosophic and re- 
formatory,” concerned with wealth not “from an abstract and positive 
point of view, but in its relation to the general welfare.” In Spain, 
political economy “was always considered an ally of the treasury . . . 
it covered with flowers the edge of the precipice over which that 
monarchy was one day to be plunged.” In France, it “assumed an 
organizing and social character,” with “generous voices being raised 
for the triumph of the eternal principles of justice in the distribution 
of the profits of labor.” In Germany “political economy comes near 
being the science of administration, the science of the state.” 

Only the English “have treated political economy like algebra, and 
have ventured to maintain that all the propositions of the science 
could be demonstrated with mathematical certainty. This tendency 
has not led them to the most philanthropic solutions, but it has per- 
mitted them to follow out the consequences of their principles with 
inflexible logic. They have thus succeeded in giving to economic 
language a precision which has contributed much to the progress of 
ideas. It is the English who have best defined the words production, 
capital, competition, credit, and a host of others not less important. 
They have created a nomenclature, which has finally been adopted by 
all the economists of Europe, and which will serve as a starting point 
for their future labors.” 

By the last quarter of the nineteenth century the reaction against 
free trade was all but universal. The developing countries of the New 
World had resorted to protective devices as soon'as they achieved 
self-government. Europe, where the Cobden-Chevalier treaty had 
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opened a breach in the tariff walls, reverted agaiift to economic na- 
tiohalism after 1870. Only England and some of the smaller western 
European statey — Denmark, Belgium, Holland, and Switzerland — 
mainuined low-taftff policies approximajting to free trade. It was 
therefore an unbalanced trading world in which the great expansion 
of international trade and investment took place in the closing decades 
of the nineteenth century — in many respects a travesty of the ‘‘great 
commercial republic," which had been the dream of Cobden and his 
free-trade followers. 

In economic theory, as distinct from policy, the classical doctrine 
steadily won its way. This was even truer in the United States than 
in England. The pattern of thdught worked out to buttress the case 
for freedom of enterprise found ready acceptance in the United States 
where Bagehot’s ‘‘great commerce” became a more definite reality 
than in his England. In the United States, commerce found its vent 
largely in the development of a new continent and was therefore less 
concerned with the frontiers of world trade. But it was essentially of 
the same character as English commerce. Continental European pre- 
occupations with economic strategy, misgivings as to the moral con- 
sequences of free enterprise, historical criticism of economic institu- 
tions, and socialist theories of more equiuble distribution and more 
humanistic production, did not find much echo in the bustling ex- 
ploitation of the American frontier. 

This chapter draws attention to some of the more important dis- 
senting voices that were raised in the first half of the nineteenth cen- 
tury against the classical doctrines. These voices were drowned in the 
rising clamor for free trade. At least they were drowned in England. 
On the continent of Europe what came to be known as English po- 
litical economy — in the effective German phrase, national economy 
— could be represented as a rationalization of policies which Britain 
alone among the nations could afford and profit from. Even though, 
as Blanqui had foreseen, the classical terminology and analytical meth- 
ods of English writers steadily won their way to acceptance as the tools 
of economic scieit.ce, those who rejected the narrow definition of 
economics as a science could dispute the validity of the classical theo- 
ries when applied -to conditions different from those in England. 
There was never such unqualified international acceptance of the 
Ricardian doctrines as might be inferred from the orthodoxy of Eng- 
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lish economic thought in the last half of the nineteenth century, or 
from the influence which this orthodoxy exerted on academic eco- 
nomics in practically all countries. 

In recent years it has been recognized that nfany contemporaries 
of Ricardo refused to accept either the validity of his theoretical 
analysis or the conclusions of practical policy which he derived from 
it. J. M. Keynes has emphasized the independence of Malthus and 
has credited him with recognizing many of the facts upon which 
Keynes s own theories were built in recent years. But Malthus did 
not stand alone in this respect. Of the dissenters whose theories are 
important for the study of international trade the first group to be 
noticed are those who, in new countries or in countries of backward 
e/-f::!>#mic development, disputed the free-trade doctrines on economic 
grounds. Primarily these writers relied on the infant-industry argu- 
ment as the core of a theory of economic development. The locus 
classicus of their argument is to be found in Alexander Hamilton's 
Report on the Subject of Manufactures, presented to the House of 
Representatives in December, 1791. Though not immediately recog- 
nized at its full importance, this report came to be regarded as au- 
thoritative when the first American tariff campaigns were vigorously 
organized at the close of the Napoleonic Wars. These campaigns, sup- 
ported by local manufacturers particularly in Pennsylvania and ener- 
getically promoted by the tireless activity of Mathew Carey, had an 
influence far beyond the borders of the United States. As soon as they 
achieved self-government, Canada, Australia, and New Zealand fol- 
lowed the example of the United States in adopting protective tariffs 
to foster their infant industries. Today, wherever the question of 
economic development is raised, as in India, China, and Latin Amer- 
ica, the arguments of Alexander Hamilton and the example of the 
United States are invoked. 

The second group to be considered is the colonial reformers. The 
guiding spirit of these was Edward Gibbon Wakefield. Their monu- 
ment is the association of self-governing nations in the British Com- 
monwealth. Its political importance in our world needs no emphasis, 
but its economic importance is also considerable. Current ideas of 
regional economic organization are clearly foreshadowed in the colo- 
nial theories worked ou^by this group of colonial reformers. 

The third group of dissenters were those responsible for the steady 
growth of socialist doctrine from the earliest decades of the nine- 
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teemh century. There was a growing protest againsJt the theory and 
practice of laissez faire. This may be seen in the indignant protests 
of the Romantifi poets, the earliest demonstrations of the efficacy of 
high wages and gt^od working conditions by the philanthropist- 
manufacturer Robert Owen, the denunciatidhs of the early English 
factories upon which Karl Marx drew so heavily, the Swiss economist 
Si$mondi*s criticism of the economic anarchy that he found in England 
at the close of tlte Napoleonic Wars, and the utopian socialism of the 
French aristocrat Saint-Simon. Not the least important criticism was 
contributed by monetary reformers — cranks as they were then re- 
garded — protesting against the rigors of deflation. 

Working in the library of the British Museum, Marx digested both 
the Ricardian orthodoxy and the complaints of its critics. Withi*fcw^., 
ough German scholasticism, he fitted them all into the strait jacket 
of his philosophy, to furnish an even more abstract inversion of the 
classical doctrines. By thus turning the weapons of the laissez-faire 
theorists against themselves, he created an inexhaustible arsenal of 
argument. His system was not cosmopolitan. It took scant account of 
nationality as such, but it recognized the necessity of organization in 
large political units. His interest was in the development of such 
political conditions as would give room for industrialized economic 
development in which the proletariat could use scientific methods of 
production. His emphasis was on technical progress. And nowhere 
was it more clearly argued than in his 'New York Tribune articles 
where he preferred British to Russian imperialism in India.^ 

In this body of dissent, whether expressed in the evolutionary 
sentiments of utopian socialism or in the revolutionary accents of 
Marxism, are to be found the ideas of technical efficiency, of planned 
economies for full employment, and of distributive justice, which are 
today among the most important elements in all discussions of national 
policies affecting international relations. 

The challenge to free trade on political grounds constituted a 
fourth body of dissent from the classical economic doctrines. This 

1 Cf. the citation of the article by Marx on June 1853, in Solomon F. Bloom, Tke 
World of Nations: A Study of the National Implications in the Work of Karl Marx> New 
York, 1941. p. 53: ‘^England, it is true, in causing a social revolution in Hindostan was 
actuated only by the vilest interests, and was stupid in her manner of enforcing them. 
But that is not the question. The question is, can niankjr^ fulfill its destiny without a 
fundamental revolution in the social state of Asia? If not, whatever may have l^een the 
crimes of England, sH^ was the unconscious tool of history in bringing about that 
revolution.” 
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challenge f>rovedtto be crucial. The revival of protectionist ideas in 
Europe — notably in Germany — ^sprang from political even more than 
from economic causes. Friedrich List was the prop^jet of economic 
nationalism and his arguments fell on fertile grouitd as the integration 
of the German states into a great new empire in the heart of Europe 
disturbed the balance of power. The rise of Germany was the most 
portentous development of the latter half of the century, but national- 
ism was not confined to Germany.^ Trade can surmount tariff barriers. 
But it cannot cope with the suspicions and uncertainties created by 
economic warfare waged as a supplement to diplomacy based on arma- 
ments. 

The contributions of these dissenting groups to economic thought 
h!Jv^®^een obscured by the acclaim given to the classical economists 
w'hose theories had been carried into practice in the free-trade experi- 
ment which seemed to be the foundation of England’s predominant 
commercial and financial position in the nineteenth century. The 
influence of the classical economists was further increased because 
their theories provided a logical, analytical framework on which later 
economists could build. The heresies were never wholly forgotten. 
Throughout the nineteenth century they were repeated from time 
to time. But they could not win intellectual recognition as long as 
the policies advocated by the orthodox school seemed to be vindicated 
in practice. In our own time, however, when regional blocs are de- 
veloping, when full employment and national economic development 
are accepted slogans, and when economic strategy can be neglected 
only at the risk of national survival, a more attentive hearing may 
perhaps be given to these voices from the past. 

PROTECTION FOR ECONOMIC DEVELOPMENT 

The beginnings of tariff protection in the United States coincide 
with the formation of the Union, The first tariff of 1789 was deliber- 
ately, though mildly, protectionist. Indeed the desire for protection 

act. John Morley, Life of Richard Cobden, p. 470: “The substitution of Lord Pah 
merston for Lord Al)erdeen at the Foreign Office was instantly followed by the active 
Intervention of the British Gkivernmcnt in the affairs of other countries. There was an 
immediate demand for increased expenditure on armaments. Augmented expenditure 
meant augmented taxation. Each of the three items of the programme was the direct 
contradictory of the system whkh Colxlen lielieved to be not only expedient but even 
indispensable. His political his^ry from this time (1847) down to the year when they 
both died (1865) is one long antagonism to the ideas which were'concentrated in Lord 
Palmerston.*’ 
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and the need for revenue were among the factors which hastened 
union. Local und sectional clamor for protection went far back into 
the colonial period. The struggle of colonial manufactlirers against 
the attempts of the 'British government to rjspress their activities was 
an important part of the reaction against the old colonial system. 

Free-trade theorists were strongly represented in the Constitutional 
Convention, and in the First Congress James Madison attempted to 
introduce a tariff intended primarily as a revenue measure. He was 
defeated. The first tariff of 1789 was copied from tlie state tariff that 
had been adopted by Pennsylvania during the period of confedera- 
tion.' Pennsylvania, despite Benjamin Franklin, was already the home 
of protectionism. In due course its faith in the tariff became so defi- 
nitely accepted a creed that loyal Pennsylvanians found it hard 
lieve that their great common-sense philosopher had not advocated it. 

The reasons for this early resort to protectionism were mixed. At 
the beginning, they arose from the need for revenue to finance’ the 
Union, and the reluctance of the dominant landowners to accept direct 
taxation. These were the reasons stressed by Franklin himself and 
given pride of place later by Charles A. Beard in his analysis of the 
economic influences that helped shape the Constitution. Beyond these 
fiscal reasons there were definite political motives arising from the 
necessity to establish the strength of the Union both against the in- 
ternal forces of division and against external dominance. There had 
been a long record, stretching back into the earliest colonial years, of 
state protectionism and retaliation. In the period of confederation, 
many states, burdened by debt and uncertain of finding other reve- 
nues, had imposed tariffs. There was a good deal of local protective 
rivalry and some tariff warfare among the states. It was evident that 
the Confederation could noft long survive such rivalries; but, as in 
Australia more than a century later, the price of union was federal 
adoption of the protective tariff that some states were unwilling to 
give up. 

Even so, union might have been delayed if British policy h'ad been 
less threatening. At the conclusion of thj? Revolutionary war there 
was over-importation of the familiar British manufactured goods 
that had been lacking while the war lasted. The British government 
promptly imposed on imports from the Urrtied* States the higher 
duties appropriate' to a foreign country. The United States in conse- 
quence suffered an adverse trade balance and a drain of specie. Many 
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theoretica*! free traders — among them James Madison and Thomas 
Jefferson — were led to conclude that for political reasons free tfade 
was not a practical policy. As early as 1784, Jeffe^^on had put his 
signature to a report which advocated retaliation Against British meas- 
ures destructive of American commerce. The report urged that: 
“Unless the United States in Congress assembled shall be vested with 
power competent to the protection of commerce, they can never com- 
mand reciprocal advantages in trade; and without these our com- 
merce must decline and eventually be annihilated.’.’ ^ The British 
protective policy undoubtedly hastened the necessity of replacing 
the Articles of Confederation by a federal constitution, in which the 
regulation of external commerce would be placed in the hands of 
Xtt«»gress. 

While these fiscal and political reasons were conclusive in the pass- 
ing of the first tariff, and even earlier in the very formation of the 
Union, it must not be forgotten that there was strong pressure for 
protection emanating from industrial groups in several states. Appeals 
from “mechanics and manufacturers” were frequent. There were 
many meetings and a considerable pamphlet literature developed. On 
the other hand, the shipping and commercial interests of New Eng- 
land, and to some extent the tobacco and the cotton exporting in- 
terests of the Southern States were opposed to the demands of the 
manufacturers who were especially strong in Pennsylvania and New 
York. Congress as early as January 15, 1790, referred the question of 
increased protection to the Secretary of the Treasury, for report. 

In December, 1791, Alexander Hamilton submitted his Report on 
the Subject of Manufactures, which has become a classic statement 
of the case for protection. This remarkable document, written by a 
young and busy official in the intervals of establishing the finances of 
a new and still weak nation, is a closely reasoned and cogent brief, 
summarizing ideas that were well known to the mercantilists but 
found no place in the first statements of the classical theory of inter- 
national trade. While the report is an arsenal of arguments, upon 

^Journals of Continental CongreA., IX, 1186, cited by William Hill, The First Stages 
of the Tariff Policy of the United States, Philadelphia, 1932. p. 153. This, it may be 
noted, antedates by more than thirty years the weil-known letter of Jefferson to Jean 
Baptiste Say, cited by E. M. Earle (ed.). Makers of Modern StrcAegy, Princeton, 1943, 
p. 137, in which Jefferson jUstHbs his departure fro!n frce-tradc^principles by the neces- 
sity of retaliation in order that an infant state may preserve its independence, 
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which later writers drew freely and to which they ad(|ed little that was 
valid, its essence is a dynamic if embryonic theory of economic de- 
velopment. 

Stripped of its polemic against the depreciation of manufactures as 
unproductive, which reflected the contemporary interest in physio- 
cratic doctrines, the Report is much more than a recapitulation of 
mercantilist doctrine, as William Graham Sumner and many later 
economists have declared it to be. The critical review of physiocratic 
arguments was directed against the Jeffersonian doctrines of agricul- 
tural democracy. Hamilton had no difhculty in proving that manufac- 
tures were at least as productive as agriculture. The strength of the 
Report lies in its recognition of the potentialities of development in 
a new country of rich resources. 

There is much in the Report that has stood the test of time. But* 
on one point Hamilton was strangely wrong. Concerned to argue that 
there was no division of interest between the agricultural South and 
the manufacturing North, he committed himself to the statement 
that, “the extensive cultivation of cotton can perhaps hardly be ex- 
pected, but from the previous establishment of domestic manufac- 
tories of the article.” He had previously used the English cotton in- 
dustry to illustrate his argument that machinery created employment, 
but he did not foresee the immense market which that industry would 
create for American cotton. The foreign demand for a commodity in 
which the United States had a comparative advantage was the rock 
on which the first high-tariff campaigns came to grief in 1832. This 
is always an obstacle to the realization of protectionist ambitions in 
new countries, as the wheat exports of Canada and the wool exports of 
Australia give evidence today. 

In some respects Hamilton’s argument anticipated Wakefield’s. 
He too had stressed "the field of enterprise,’’ and made the point re- 
peatedly that the home market “is more to be relied upon.” His argu- 
ment took on some of the aspects of regionalism, a sheltered and as- 
sured market, safe from the uncertain demands and restrictive policies 
of foreign governments. As the United States developed, this was no 
mean argument. The reaction in the foi*ties against Jacksonian low- 
tariff and hard-money policies came when the frontier communities 
of the expanding West became convinced by the home market argu- 
ment and swung their support to the eastern manufacturing interests 
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in their ronewed^ampaigns for higher tariffs. Within this expanding 
home market, it should be noted, the Federal Constitution provided 
a guarantee of almost complete free trade. 

The so-called infant-industry argument for thcfprotection of newly 
established manufactures was by no means original with Hamilton. 
It was well known to the mercantilists. So was its corollary that in favor- 
able circumstances competition might and should reduce rather than 
increase prices to the consumer. But Hamilton’s Report is more than 
a plea for temporary help to establish industries that might otherwise 
be throttled in their infancy by the coippetition from already estab- 
lished competitors in foreign countries. It cliallenges the three basic 
assumptions of the classical theory of international trade. This it does 
b y rej ecting the static analysis of immediate advantage in favor of a 
dynamic analysis of future development. 

Hamilton did not lay much stress upon the point of which Mathew 
Carey later made such telling use — that within a country the factors 
of production, and especially labor, are not transferable between in- 
dustries without a good deal of friction. Hamilton did emphasize the 
transferability of factors between national economic systems. He 
made repeated reference to the desirability of encouraging immigra- 
tion, especially of skilled labor, and he had a clear vision of the 
importance of technical skills — "'a much more powerful mean of aug- 
menting the fund of national industry than may at first sight appear.” 
He pleaded also for the importation of foreign capital — “every far- 
thing of foreign capital which is laid out in internal melioration and 
in industrial establishments of a permanent nature is a precious ac- 
quisition.” In addition, much of his discussion of ways to augment 
ihv available capital of the country, particularly by the introduction 
of banks and by the use of the funded debt “as a species of capital,” 
opens the way to positive national monetary policies in contrast to 
the classical theory that the supply of money inevitably accommodated 
itself to the needs of trade. 

It is worth noting that tariff agitation flared up in successive periods 
of financial crises. Whatever the validity of protectionist arguments 
may have been in times of p^iosperity, it was unemployment and the 
idea that home industry must be protected to stabilize employment 
that proved the potent and visible reason for putting pressure on 
legislators. The need^for'Tevenue; considerations of national unity and 
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even of national defense; resentment against foreigli discrimination; 
desire for retaliation, particularly against Britain in the early years 
of the Union, ;|nd notably after the war of 1812-14; the desire for 
economic independence as well as military strength; the argument 
for diversified industries, using a variety of technical skills and de- 
veloping a great home market — ^all these could be presented per- 
suasively and buttressed by what w’as inevitably a tendentious selec- 
tion of statistics. But they had little political effect in the period of 
war prosperity. It has been argued and with good reason that pro- 
tectionism naturally arises in a period of warfare, but it is in the 
economic distortion which follows great wars that it becomes most 
firmly established. 

The early history of the United States tariff is no exception tQaUUj^ 
general rule. England went to war with France in 1793, and from 
that time forward until the end of the wars in 1815, business prospered 
in the United States and there was not much interest in protection- 
ism. Memorials and petitions came to Congress between 1789 and 
1809, when Jefferson’s nonintercourse system went into effect. For 
the most part they were the complaints of unprofitable firms in in- 
dustries that were generally prosperous. During the peace of Amiens 
(1802-3) there was a brief flurry of excitement, but the peace proved 
little more than a truce, and the demand for protection died down. 
During this whole period, until the embargo was imposed by the 
United States on British shipping in December, 1807, there was a 
diminishing pressure of British exfiorts, while the favorable markets 
for United States exports and above all for shipping made available 
ample foreign exchange to pay for such impiorts as came in. Prices 
of agricultural produce were kept high by export demand. This was 
the period when ships out of Boston, Salem, and other New England 
ports opened up the tea and silk trade with the Orient, when the 
whalers and sealers depleted the Pacific Ocean fisheries from Alaska 
to the Antarctic, and when the shores of Tripoli first made the ac- 
quaintance of American marines. 

With the establishment of the embargo, followed in 1809 by the 
Nonintercourse Act, and soon thereafter by the disputes which led 
to declaration of war on England in 1812, domestic manufactures had 
little competition in the home market. The j^aUune of foreign trade 
in 1814 was littl* more than one-tenth of what it had been in 1807. 
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From i8cf8 to 18^15 the British blockade of Europe and the demands 
of the war upon British industries gave American manufactures virtu- 
ally compleu? protection from imports. 

Peace in Europe in 1815 brought a double thfeat to United States 
industry. The stiffening of the English Corn Laws in 1815 (which 
brought forth Ricardo’s economic analysis) provoked resentment 
among the grain-exporting states on this continent. The political 
influence of the exporting and shipping interests in the United States 
was weakened by the virtual closing of the British market and by the 
revival of British shipping. Agricultural prices fell heavily and ship- 
ping was depressed. Despite a brief postwar reconstruction boom 
and a moderate increase of protection in the tariff of 1816, the eco- 
nppy r situation in the United States precariously supported by credit 
expansion was clearly unstable. 

Across the Atlantic the British manufacturers were producing 
greater and greater quantities of the new textile and iron manufac- 
tures without any clear notion of where these goods were to be sold. 
Production was in the saddle, and consumption had to adjust itself. 
It was to quiet the concern expressed by many conservative folk that 
Jean Baptiste Say enunciated at this time his famous theory that there 
could never be general overproduction. But markets were not easy 
to find. Europe was exhausted by the wars. The thoughts of the 
British manufacturers naturally traveled to the large market that had 
been closed to them for so long. They were conscious that American 
manufactures had developed, but confident they could meet their 
competition. Indeed Henry Brougham, never noted for his tact, urged 
in the House of Commons in 1816 that it was wise for English mer- 
chants to take a loss upon exports to America in order, “by the glut, 
to stifle in the cradle those rising manufactures in the United States 
which the war had forced into existence contrary to the natural course 
of things.” * 

The flood of imports into the United States, which reached its peak 
in the cHsis year 1819, brought Mathew Carey (1760-1839) into the 
ring. The motives animating him are clear. As an Irishman he loved 
a fight, especially if it was against the English. He was much attached 
to his adopted country and very confident of its future greatness. He 
vc2is keenly alive tojLb/*4pffering of those less fortuhate than himself. 

♦Cited by K. W. Rowe, Mathew Carey: A Study in American BHonomic Development, 
Baltimore, 1933, p. 48. 
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The widespread economic distress and unemployrAent iif 1819 dis- 
turbed him and he "commenced writing on political economy.” * The 
animus of his fi^t attacks on the free-trade doctrine w^s against the 
easy assumption th^t producers displaced by imported goods could 
always find employment in collateral branches of industry. This is 
the classical assumption of complete mobility of the factors of pro- 
duction within a country. To Carey its absurdity was manifest in the 
person of unemployed workers for whom there was no collateral em- 
ployment. It is interesting to note the long list of occupations he cites, 
for which no collateral employment could be found. It is a list of 
specialized craftsmen, the skilled workers who are always intent upon 
protecting their status, and from whom the strongest support of the 
tariff has always been drawn.* 

From 1819 on, the protectionist agitation began to be organized. 
Carey was its prophet. Later generations have remembered his name, 
and that of his son Henry C. Carey, as responsible for protectionist 
theories. No doubt this is due to the elder Carey’s incessant pam- 
phleteering. By his own account he wrote 45 tracts totaling 2,020 
pages between 1819 and 1831, and another 14 of 302 pages in the next 
two years, before nullification put an end to the first tariff drives. This 
formidable labor was that of a propagandist, not of a theorist. One 
can read long in Carey’s diffuse, repetitive, and often confused writings 
without coming across an idea that had not been more concisely and 
accurately expressed by Hamilton. Of this Carey himself was so con- 
scious that he referred to his own work as an exposition of the Hamil- 
tonian school of political economy. The Report on the Subject of 
Manufactures he described as "the most perfect and luminous work 
ever published on the subject,” which, in his judgment “more richly 


& The free traders in the cotton South regarded him as an irresponsible theorist and 
were confirmed in their view by the passage in his autobiographical letters (later re- 
printed as Mathew Czrey's Autobiography, New York, 1942) which confessed: '*! had been 
five or six years writing on the subject of Cotton Crops — Cotton Manufactures— Cotton 
Tariffs — and Cotton prices current when. ... 1 saw a plant, of a species 1 had never 
seen before, and asked Mr. Gales what it was. He satisfied my curiosity by the informa- 
tion that it was the very plant which had furnished matter for so many of my lucubra- 
lions.- 

« Mathew Carey, op. cit., pp. 103-4: “Where will ne [Adam Smith] or any of his dis- 
ciples find ‘collateral manufactures,' to employ printers, coachmakers, watchmakers, shoe- 
makers, hatters, paper-makers, iKiokbinders, engravers, letter-founders, chandlers, sad- 
dlers, silver- platers, jewellers, smiths, cabinet-makers, sto n£CiitJ|g rs. glass-makers, brewers, 
tobacconists, potters, wire-drawers, tanners, curriers, dyeix, rope-makers, calico-printers, 
paper-stainers, enginc^makers, turners, wheelwrights, and the great variety of other 
artists and manufacturers?" 
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deserved tfhe The Wealth of Nations than the celebrated work 

which bears the name/* There can be no doubt that bis organizing 
initiatives were fruitful, but, being quarrelsome an<j demanding, he 
nearly always lost control of the movements he stirted. The manufac- 
turers did not come through with the financial support he felt that he 
had a right to expect. He had the mortification of being thrust aside 
at the moment of triumph, when the practical men and politicians 
were capitalizing the results of his long agitation. The only individuals 
whose services to the protectionist cause could challenge comparison 
with his were Hezekiah Niles, whose widely read Register, in season 
and out, repeated the Hamiltonian arguments; and the Kentucky 
senator, Henry Clay, who built these arguments into what he called an 
j^m^riran System, in his ambitious campaigns for the Presidency. 

By the time the protectionist movement had been sufficiently or- 
ganized to call a great convention at Harrisburg in July, 1827, 
become deeply involved in politics. The drawing of the political battle 
lines is curiously illustrated by the careers of John Calhoun and 
Daniel Webster. In 18 16, Calhoun had been among the most promi- 
nent advocates of a protective tariff, but he was responsive to the 
views of his constituents who began to profit by the ever-growing de- 
mands for cotton to supply the looms of Lancashire, and feared the 
loss of these exports if Britisli manufactured exports to the United 
States were cut off by a protective tariff. He ended as the champion of 
nullification, threatening to break up the Union if a halt was not put 
to the raising of tariff barriers. Webster started from the opposite side 
and much of his early eloquence was devoted to a lofty defense of com- 
mercial liberty. The manufacturing interest of New England, how- 
ever, had begun to overshadow shipping and commerce. The majestic 
careers of these two great orators therefore moved in opposite direc- 
tions. By 1824 Webster was advocating protection. 

A powerful combination of manufacturers secured the passing of 
the high tariffs of 1828 and 1832. The former, which became known 
as the Tariff of Abominations, issued from a political maneuver that 
‘Vecoiled on its inventors. The opponents of high protection joined in 
a fignorting duties that they thought would prove to be preposterous 
to his av^lerable, while successfully opposing protection on some items 
w^as keene among tlu^oyost desired by the manufacturers. Their hope 
4 ij.h a tariff would be rejected by the protectionists was disap- 
BaUimore 
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pointed, and the subsequent tariff of 1832 gave tfie manufacturers 
practically everything they had desired. But this was too much for the 
Southern State;, nn<^ in 1832 they carried their protest td the point of 
threatening secession from the Union. Soon tjiereafter the Jacksonian 
administration canried through a series of tariff reductions as well as an 
effective check to the credit expansion which was the counterpart of 
manufacturing development. 7 ’he successful struggle against the Bank 
of the United States was consistent with tariff reduction, and both were 
defeats for the American System. 

As in all such conflicts of economic policy, theories were of less 
immediate influence than the play of interests originating in sectional 
and group pressures to secure privileged positions in the economy. 
These pressures became rationalized in political programs w'iuv'i.'- 
used the language of idealism, usually by identifying the particular 
with the national interest. When unemployment is widespread, as it 
was in the United States in the crises following the Napoleonic Wars, 
it is easy to argue that imports are taking the bread out of the mouths 
of local workers. 

Yet it is also true that such passing crises are resolved along the 
trend of prevailing philosophies. In England unemployment during 
this period proved a powerful argument for free trade. In the United 
States on the contrary, it was used as an argument for protection. The 
protectionists always fell back upon Alexander Hamilton's Report 011 
Manufactures for their final arguments. A quarter of a century had 
hallowed its authority since it was a product of the heroic age of the 
Union which had been supported by the pragmatic wisdom of Wash- 
ington. 

It is as a theory of economic development that Hamilton’s Report 
on Manufactures has exercised such a lasting influence. As such, it had 
a peculiarly favorable environment in the United States. The later 
American protectionists could point to a growing home market, in 
which manufactured prices did in fact decline and to tvhich foreign 
labor and capital were increasingly attracted. It was a market in which 
competition remained keen and technical invention was pronounced. 
How much of all this was due to the continuance of protective policies 
beyond the initiaj stages of establishing new industries may well be 
questioned. 

That Hamiltoft’s arguments were valid at the time and in the cir- 



252 THE COMMERCE OF NATIONS 

cumstances of th*eir presentation has long been admitted. Whether 
they can be taken over and applied to the vastly different tircumstances 
of other couhtries at the present time is anotheij qiiestion. They no 
longer apply to the United States which is itself the powerful com- 
petitor that other countries most fear. Caution mqst be exercised in 
applying them to countries which lack the rich resources, coupled with 
a relative scarcity of population, as well as a shortage of capital and 
technical skills, that were characteristic of the infant United States. 
There is a case for the economic development of backward industrial 
areas, but it is not as strong a case as Hamilton made for the United 
States, and it must be argued on different grounds. 


THE COLONIAL REFORMERS 

In 1 778 the issue of the struggle between the British government and 
the American colonists was still doubtful. In London there was much 
discussion of colonial policy. A recently discovered memorandum, 
apparently written by Adam Smith, considers four possible ends to 
the conflict. These were: the complete submission by all the colonies 
to the offer of a conciliatory settlement; the complete emancipation 
of all the colonies; a complete British victory resulting in the restora- 
tion of the old colonial system, or, finally, the submission by conquest 
or by treaty of some of the colonies, the remainder being successful 
in establishing their independence. 

. The author of this memorandum considered that conciliation, the 
first of these, was the most desirable but the least likely. Neither the 
third nor the fourth of these alternatives — restoration of the old C0I9- 
nial system, or the partial recovery by conquest or by treaty of some 
colonies — appealed to the memorialist as a satisfactory solution, 
though he confessed he thought the latter the most likely outcome of 
the war. Indeed the second solution — that of complete emancipation 
— he regarded as in many ways a more agreeable prospect. If the colo- 
nies were to gain full independence. Great Britain would be freed 
from the cost of governing them, and of the still greater cost of de- 
fending them in time of war. Their “antient affection” and their trade 
with Britain might revive. In order to help toward ^his desirable end, 
Britain should freelyToncede their independence. If at the same time 
Canada should be restored to France and the two Floridas to Spain, 
the newly emancipated colonies would more readily turn to Britain 
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for alliance. As the memorialist observed, “we should render our own 
colonies the natural enemies of those two monarchies and conse- 
quently the natural^allies of Great Britain/' ^ • 

As British trade with the United States i^^vived strongly after their 
achievement of independence, the view ^ that colonial emancipation 
should be welcomed gained ground among liberals in Britain. A great 
many contemporary observers concluded that the whole colonial sys- 
tem, as it had been built up by mercantilist rivalries, had received its 
death blow. Trade was being developed on the basis of new and more 
enlightened principles. Cotton was pouring in from the United States 
to feed the hungry looms of Lancashire. The tobacco trade was more 
flourishing than ever. Wheat was beginning to come in to Britain from 
New York and New England. There was more trade and shipping“b'? 
tween Britain and the independent United States than there ever had 
been with the dependent colonies. Moreover there was no expense 
and bother with colonial governments, and no risk of being dragged 
into Indian wars or frontier skirmishes. In retrospect the whole colo- 
nial effort looked like an expensive blunder. Colonies were definitely 
at a discount. 

Such a philosophy might seem like making the best of a humiliating 
defeat, but it fitted the trend of economic thought at the time. Con- 
fident of their competitive power, the British industrialists were turn- 
ing their minds to the building up of a great trading system. Markets, 
rather than territorial possessions, were their goal. They took much 
the same attitude as the United States officially takes at the present 
time — ^^for much the same reasons. They disclaimed teijitorial am- 
bitions, but sought to open competitive world markets. 

As the political influence of the merchants and manufacturers grew, 
so did their resistance to ambitious foreign policies, to military and 
naval expenditures, and to colonial expansion. As early as 1793, 
Bentham had written his tract, Emancipate Your Colonies. The liberal 
free traders accepted this attitude and became known as “Little Eng- 
landers." Their arguments were clear. The burden of colonial de- 
fense, the constant temptation to war with other colonizing powers, 
and the lurking danger of monopoly in the colonial trade, all made it 
advisable to get rijl of colonial obligations as quickly as possible. This 
line of argument fitted perfectly with the Jppc^tion of the Man- 

j 

7 O. H. Guttridge, '*Adam Smith on the American Revolution: an Unpublished Me- 
morial,’* American Historical Review, Vol, XXX VIH, No. 4, July 1953. pp. 714-80, 
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Chester merchants to balance-of-power politics as the antithesis of 
free trade. 

These remained the views of an enlightenec|( minority of public 
opinion, even in England. The Spanish and Portuguese colonies had 
secured their effective independence while the iNapoleonic Wars 
were in progress. A volunteer army of British Peninsular veterans had 
helped Bolivar, and the British Navy by its blockade and as a war 
measure had facilitated the achievement of independence. The mili- 
tary, it is true, were not always clear as to their objectives. For example, 
an unauthorized British expedition from South Africa had landed 
on the River Plate in 1806 and had annexed what is now Argentina, 
holding Buenos Aires for the better part of a year before the Argen- 
Mnans compelled them to withdraw. After the war ended in 1815, 
British diplomacy favored insurgent movements. In Europe there was 
a revival of absolutism. The Holy Alliance had set itself to repress 
liberal movements in Europe and in European colonies overseas. The 
British Foreign Secretary, George Canning, however, supported the 
doctrine laid down in President Monroe’s famous message to Congress 
in 1823, formally recognized Mexico, Buenos Aires, 

and Colombia as independent states. This step was clearly directed 
against France, a move in the game of power-politics in Europe. This 
was the occasion of George Canning’s oft-quoted statement — “con- 
templating Spain as our ancestors had known her, I resolved that it 
France had Spain, it should not be Spain with the Indies. I called the 
I>Iew World into existence to redress the balance of the Old.” 

Despite the views of the Little Englanders, after the loss of the 
American colonies administration was not relaxed, but rather was 
tightened in the colonies that remained to Britain. Economists and 
philosophers might analyze the lessons of defeat. Manufacturers might 
protest against the costs of war and preparations for war, but the ma- 
jority of Englishmen stubbornly maintained their faith in sea power 
and their pride of empire. There were, moreover, large vested interests 
at stake. The shipping interest fought against any relaxation of the 
Navigation Acts. The Army,, and Navy had a professional interest in 
maintaining the services, and a personal interest in colonial patron- 
age.* Such small and compact interest groups were^apt to exercise a 
disproportionate in#ti»ce in politics. 

Cf. Charles Buller's statcmeiii dte<l in R. C. Mills, The CulonizaJian of Australia, 
l/ondon, Siilgivick ami jackson. Ltd.. 1915, p. 14: “The pairona];^ af the Colonial Office 
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It can be argued that, from a national standpoint, the nartow views 
of the econoipists and the merchants were proven wrong by those 
who clung stub|)ornly to traditional attitudes. If the j^iews of the 
economists and of the Manchester free-trade school had prevailed 
there would have been no second British Efnlpire. Even after the loss 
of the American colonies a good deal remained — Canada, India, Aus- 
tralia and New Zealand, the Cape Colony, the West Indies, and trad- 
ing stations on the west coast of Africa, besides strategic bases such as 
Gibraltar, Malta, Aden, and Singapore. They proved a valuaTble basis 
for the expansion of British trade in the nineteenth century. 

As the frontier of trade, prospecting, missionary effort, investment, 
and settlement was steadily pushed forward by private enterprise, 
situations arose which invited or compelled government intervention. 
Almost insensibly, Britain was drawn again into a considerable ex- 
tension of her colonial empire. There may be a warning in this de- 
velopment for the United States. Despite sustained opposition from 
missionary groups, from economic theorists, and from industrialists, 
Britain was gradually drawn into a new colonial struggle. No Ameri- 
can has ever used stronger language than Cobden did against those 
who, like Palmerston, were in favor of interventionist foreign poli- 
cies.” Yet Cobden protested in vain against the wars and “butcheries'* 
in Burma, and lost his seat in Parliament because of his violent oppo- 
sition to the “Arrow” war in China. His pamphlet. How Wars Are 
Got Up in India, fell on deaf ears, and before he died he was sadly 
convinced that he had lost the battle against colonial expansion and 
balance-of-power politics. 

During the first half of the nineteenth century while the influence 
of the mission boards was strong in the Colonial Office, intervention 
was reluctant, and indeed was often delayed too long for the welfare 
of the native peoples involved. This was notably the case in New 
Zealand, where earlier intervention might have averted a bloody 

the prey of ever>' hungry department of our Government. On it the Horse Guards quarters 
its worn-out genera) officers as governors; the Admiralty cribs its share; and jobs which 
even Parliamentary rapacity would blush to ask from the Treasury, are perpetrated with 
impunity in the silent realm of Mr. Mother Country.” 

9 Cf. John Morley, op. cit., p. 474. citing Cobden’s letter to John Bright, in 1847: *'But 
you must not disguise from yourself that the evil has its roots in the pugnacious, energetic, 
self-sufficient, foreignqjr-despising and pitying character of that noble insular character, 
John Bull. Read Washington Irving's description of him Ji^CoJ^ng for his cudgel always 
the moment he. hears of a row taking place anywhere oli the face of the earth, and 
bristling with anger A the very idea of any other people daring to have a quarrel with- 
out first asking his consent or inviting him to take a part in it.’* 
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series of teter-tribal wars as well as a long list of massacres and re- 
prisals. In the latter half of the nineteenth century, hpwever, there 
was a definitp revival of imperialism led by Benjam(n Disraeli. The 
revival was undoubtedly buttressed by pride in tne growing strength 
of the colonies of settlement which are now known as the Dominions. 
Those colonies owed their development, and in soiAe cases their very 
existence, to the group of enthusiasts known as the Colonial Re- 
formers. 

The moving spirit of the Colonial Reformers was Edward Gibbon 
Wakefield (1796-1862), the son of one of Ricardo’s friends and con- 
temporaries. In the late twenties Wakefield found himself in New- 
gate prison, as a result of abducting an heiress and carrying her off 
to a c landestine marriage at Gretna Green. Realizing that the normal 
avenues to a political or professional career had been closed by his 
indiscretion, and perhaps prompted by the fact that many of his 
fellow prisoners were destined for the convict settlements in Aus- 
tralia, he began to study colonial policy. In- 1829 he issued anony- 
mously a small book entitled, A Letter from Sydney. This purported 
to be a description, written from firsthand experience, of life in Aus- 
tralia. It was so vivid and authentic that many well-known Australian 
settlers were suspected of its authorship. 

The ideas developed in this remarkable publication were to serve 
from the moment of Wakefield’s release from prison as the basis for 
his incessant activity in the field of colonial policy. Though debarred 
from any official position, in private meetings, in evidence before 
parliamentary committees, in tracts, pamphlets, books and journal 
articles, and above all, in the organization of group settlement schemes, 
he carried through a strenuous agitation for organized colonization. 
The first of his schemes to bear practical fruit resulted in the settle- 
ment of South Australia. But it was in New Zealand that Wakefield 
achieved his greatest triumphs. The New Zealand Company which 
sent immigrants to Wellington in 1 840, and its successors, the Otago 
Association (1848), and the Canterbury Association (1852), were his 
handiwork. He went himself to New Zealand in 1853, soon after the 
colony had received self-government, and almost immediately threw 
himself into local politics. His political career was stormy and brief 
and he died in 18 ^^. )gjrgelv discredited and almolt forgotten. The 
magnitude of his achievement was not realized until historians from 
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the Dominions had done so much to create be^n to study their 
origins. t 

Besides Wakme^’s success in organizing actual colonization there 
must be put to his credit the almost complete overhaul of the policies 
by which the un<jccupied lands, not only of Australia and New Zea- 
land, but of Canada, South Africa, and other parts of the British Em- 
pire, were disposed of. His main objective was to prevent these lands 
from being sold at nominal prices to monopolists. His insistepce upon 
the policy of a “sufficient price” for land was embodied in the Waste 
Lands Act of 1842, which went far toward checking the speculative 
purchases of large' areas. But his greatest claim to fame was his con- 
tribution to the establishment of responsible self-government in the 
colonies. In 1839 he went with Lord Durham to inquire into the un- 
rest in Upper and Lower Canada. Though he held no official p)ost in 
Durham's mission, he is generally credited with a large share of re- 
sponsibility for the Durham report, which laid the foundations of 
the British Commonwealth This report recommended a federal 
constitution conveying the right of self-government — a pattern that 
has since been followed not only in Canada, but in New Zealand, 
Australia, and South Africa. 

Wakefield strove to find a theoretical basis for colonial policy. He 
rejected the callous disregard of colonial interests shown equally by 
the reactionaries and by the liberals." He was scornful of the plan 
for settling the colonies by “shoveling out paupers” which Wilmot 
Horton conducted as a crusade, and of the very similar policy of con- 
vict transportation. Bitterly he contested the orthodox liberal view, 
expressed by the economist J. R. McCulloch, that it did not much 
matter where the convicts and paupers went, so long as England was rid 
of them. Instead he contended that it was necessary to build up colo- 


10 Cf. E. M. Wrong, Charles Duller and Hespomihle Government, Oxford at the Claren- 
don Press, 1926, p. 32: ‘'Historical gossip, for it is little more, often regards Buller as the 
chief author of the Report. Brougham spread and possibly originated this story. On 13th 
February, 1839, he said of the Report to Macaulay, ‘it was a second-rate article for the 
Edinburgh Review, the matter came from a swindler, the style from a coxcomb; and the 
dictator furnished only six letters, Durham.' This sounds like the origin of the epigram, 
'Wakefield thought it, Buller wrote it, Durham signed it.’ " 

Cf. R. C. Mills, op. cit., p. 26: ‘ James Mill's article on Colonization in the Encylo* 
paedla Britannica in 1822 was a Malthusian essay on population, an economic argument 
against the monopoly* of colonial trade, and a denunci:|[tia^p{ the government of the 
'many* in the interests of the 'few,' rather than an account of the principles and practice 
of colonization." '• 
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nies whei* Englafiid could be sure of her trade connections. He did not 
share the optimistic faith of the free traders that all peoples would 
come to see tjhat it was to their advantage to adopA fi(^ trade. He and 
his associates pleaded for the free admission of ccflonial grain and for 
“the direction of our over-flowing capital towards the Dependencies 
of the British Crown.” They were thus the forerunners of modem 
advocates of economic regionalism, of imperial tariff preference, and 
of a sterling area bloc.'® 

Moreover his speculations in this field drove him to criticize tht 
classical economic theories of wages and profits in ways that anticipate 
modern analysis. He pointed out, for example, that “it does not fol- 
low that, because labour is employed by capital, capital finds a way in 
whic h to employ labour.” In his repeated emphasis on this point he 
comes very close indeed to the concept of the national income which 
has been emphasized by J. M. Keynes and his followers since 1936. 
John Stuart Mill accepted Wakefield’s argument, but failed to see that 
it was far more than a corollary, as he thought, of the classical prin- 
ciples.'® There are many passages in Wakefield’s writings which antici- 
pate the views of such modern economists as Alvin H. Hansen who 
emphasize the employment problems of mature economies. Wake- 
field’s emphasis on the necessity for regulating the price of land so 
as to maintain a due proportion between the supply of land and of 
labor, displays a partial, if one-sided, anticipation of the emphasis 
laid now upon the availability of production factors in determining 
comparative trading advantage. 

It was on this point he built his theory of colonization. Land should 
be sold at a “sufficient price.” The proceeds should be used as an 

12 ct. the article cited by R. C. Mills, op. cit., pp. 95-94 n.: *‘The arguineiit in favour 
of preferring trade with independent states to colonizing for the sake of trade, rests al- 
together on one great fallacy. It is taken for granted tliat the world al>ounds in inde- 
pendent states, having wants which England can supply, producing commodities which 
England wants, and desirous of making the exchange. Where be the>.^ . . . Moie or less 
in all the countries of Europe, trade with England is impeded — in some it is almost 
prohibited — by restrictions imposed by independent governments. 1 he tariff of the in- 
dependent United States is the most serious impediment that exists in the world to thc 
extension of the trade of England." 

For the advocacy of imperial prefrrence, cf. C. R. Fay, Li/e and Labour in the Nine- 
teenth Century, Cambridge, 1920, pp. 14-17, Great Britain from Adam Smith to the 
Present Day (4th ed.), London, 1947, pp. 52-56. 

1^2 Cf. Wakefield's statement {England and America, Vol. 1, p 115) that “the mod- 
ern economists, in production and distribution of wealth, have over- 

looked the chief element of production, namely, the field in wh^h capital and laboui 
are employed,” and Mill’s comment in his Principles, op. cit., pp. 727-28. For the whole 
theory see R. C. Mills, op. cit., Ch. V, in which the preceding references are cited. 
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immi^tion funil. If the price was properly calculfited, the system 
would become ^If-regulating — the demand for land being equated 
to the supply o^ labor. This semi-automatism will not stand close 
examination, but Wakefield had put his finger on an important weak- 
ness in the colonial systems of his day. The Weakness of most colonial 
experiments had been that large areas of land were allowed to pass 
at a nominal price into the possession of monopolist anti often ab- 
sentee owners without adequate capital to work the land, while con- 
vict or pauper labor was dumped into unprepared areas without ade- 
quate employment opportunities. Wakefield fought for planned group 
settlements in which the class structure of England would be repro- 
duced. Capitalist landowners would provide employment openings. 
Workers would not be able to take up unoccupied land. Sale of this 
land at a fixed and sufficient price would supply a fund to finance 
immigration. Wakefield’s theory clearly depended upon the concept 
of a wages-fund which was accepted economic theory in his day. Karl 
Marx was quick to pounce upon his analysis as proof of the capitalistic 
assumptions of economic theory.*^ Obviously if the cure for a dispro- 
portion between the supply of land and of labor in a colony was to 
raise the price of land, it could be argued that the cure for a dispro- 
portion between the supply of labor and of land in an old country, 
was to raise the price of labor. 

In practice the solution found was for the colonists to specialize 
upon forms of production in which an abundance of land was an 
advantage, while a scarcity of labor did not greatly affect production. 
In the case of Australia and New Zealand, wool fulfilled these con- 
ditions. Wakefield had seen from the beginning that this might ruin 
his theory, and he went to great pains in A Letter from Sydney to 
prove that there were limits to the increased consumption of wool. 
He was, however, completely wrong in his forecasts, and the profits of 
woolgrowing in New Zealand as well as Australia wrecked his elabo- 
rate plans for group colonization of concentrated agricultural settle- 
ments. 

Like many another prophet, Wakefield was on stronger ground in 

14 Cf. the closing paragraph of Capital, Vol. 1; 'The only thing that interests us is 
the secret discovered in the new world by the political economy of the old world, and 
proclaimed on the houisetops: that the capitalist mode of production and accumula* 
tion, and therefore capitalist private property, have foit..A«U ^fundamental condition 
the annihilation of sejf-carncd private property; in other words, the expropriation of 
the labourer." 
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his denunciatioifi of existing evils than in his remedies for then!. His 
incessant agitation worked a revolution in colonizing methods, , but 
his theoretical system broke down. The practical coj^equerices of his 
agitation have left a permanent impress on our \(orld — the abandon- 
ment of convict transportation, the orderly disposal of the waste lands 
“held in trust, not merely for the existing colonists,' but for the people 
of the British Empire collectively,” a careful selection of emigrants, 
the abolition of the worst evils of the emigrant ships, a cleaning-up 
of patronage in colonial appointments, and above all, the concept 
of colonial self-government leading to the association of self-governing 
nations in a loose commonwealth. These developments flowed directly 
from the activity of the Colonial Reformers, inspired and largely di- 
rected by Wakefield. 

Later in this book an account will be given of the prolonged and 
complicated negotiations undertaken since the second World War to 
organize a world trading system. These negotiations grew out of the 
master agreement between Britain and the United States for the 
settlement of lend-lease obligations. Both countries have joined with 
others to develop an International Trade Charter, but there has been 
strong opposition in Britain to this attempt to restore a multilateral, 
non-discriminatory system of world trade. The alternative advocated 
is a system of imperial preference, the organization of a regional trad- 
ing bloc of which the associative commonwealth of British nations 
would be the nucleus. That such an alternative is conceivable is due 
to the work of the Colonial Reformers. Without their efforts there 
would not have been the nucleus of self-governing dominions. No 
study of international economic relations in the modern world can 
afford to neglect this regional aspect of nineteenth-century economic 
development. The existence of the British Commonwealth is an im- 
portant political and economic fact. The theory which led to its crea- 
tion constitutes an important variant of the classical economic theory 
and of the political theory which was its counterpart. In this respect 
Wikefield’s idea$ are perhaps more important today than they were 
in his own time/ 

\ f ** 

y ^ THE SOCIALIST CHALLENGE 

jThe elaboi^atio n of s ocialist doctrines in the nineteenth century 
cPearly challenged the thesis of laissez faire. Although social responsi- 
bility for individual welfare was not a new concept, it gained new 
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importance in the violent economic changes of the %arly nineteenth 
century. It is npW easy to date such developments. Economic history 
is continuous an\i iS|jitidy. For our purposes it is sufficijent to draw 
attention to the unusual severity of financial prises and the widespread 
dislocation of employment immediately following the Napoleonic 
Wars. In part, this was the consequence of these wars; in part also, 
the dislocation was caused by the sudden application of factory meth- 
ods of production to wider market areas. For some decades mechanical 
inventions had been accumulating in England. After 1815, they be- 
came available for production by factory methods for world markets. 
Almost simultaneously, the application of steam power extended their 
range and amplitude. The result was a vast series of shifts in employ- 
ment and recurring periodic crises of overproduction and unemploy- 
ment. A large part of the economic and social history of the nine- 
teenth century is concerned with attempts to assert social control over 
the new productive forces thus released, and to protect the individuals 
and classes who were threatened with disaster by the suddenness of 
their impact.'^ 

In the following pages the elements of socialist thought are grouped 
— first, into the humanitarian and., utopian criticism of the workings 
of capitalist society; second, into the gropings of monetary reformers 
who perceived dimly that all was not well with the mechanism by 
which the marketing process functioned, and finally into the scientific 
socialism so-called, crystallized in the work of Karl Marx. 

The humanitarian protest was often perplexed and inconclusive, 
as when Sismondi confessed that great as ^vere the defects of com- 
petitive capitalism, a better system seemed to him “beyond the wit of 
man to devise,” Often it consisted of generous but unhelpful out- 


The origins of modern socialist tlunight are to l)e found mainly in England and 
France. Cf. the statements of two Austrian historians of socialism, Anton Menger, The 
Right to the Whole Ptoduce of Labor, translated with an Introduction by H. S. Fox- 
well, London, 1899, p. cxv: “This almost complete ignorance of English and french 
Socialism, especially nt the older pei ioii, has contributed not a little to the disproportionate 
esteem which the writings of Marx and Rodbertus now (1886) enjoy in Germany. . , . 
I shall show in this Irook that Marx and Rodbertus borrowed their most important 
theories without any acknowledgement from Englishiknd French theorists.’' And M. Beer, 
A History of British Socialism, translated with an Introduction by R. H. Tawney, George 
Allen 8: Unwin, Ltd., London, 19*0, Vol. I, p. v: “From the thirteenth century to the pres- 
ent day the stream of ik>ciaiism and social reform has largely been fed by British thought 
and experiment. Mediaeval schoolmen and statesmen, political philosophers, 

economists, poets ancLpliilanthiopists of the British Isles have explored its course and 
enriched its volume, but left it to writers of other nations to name and describe it." 
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bursts of gentimtot. William Wordsworth wrote of the glowing hopes 
raised by the French Revolution: 

Bliss was it in that dawn to be al^ve, 

But to be young was very heaven. 

Coleridge and Southey hatched Pantisocracy, a plan for a socialist 
community. In the next generation of poets, Shelley died in the revo- 
lutionary faith and Byron for it, but neither contributed much more 
than invocations to revolt. In a still later generation, Charles Dickens 
did much to arouse sympathy for “the parish apprentice, the debtor 
in prison, the pauper in the workhouse, the criminal by profession, 
and all the rest of that pitiful gallery.** He had, as John Morley re- 
marked, “hardly any solution beyond a mere Christmas philanthropy, 
but' he stirred the sense of humanity in his readers, and from great 
imaginative writers we have no right to insist on more.’’ 

There was much room for indignation at the abuses only too preva- 
lent in the unregulated labor market. The Poor Laws demoralized 
a large part of the working population — the laboring poor as they were 
called. Small boys crawled through still hot chimneys to clean flues; 
women and children were driven to heavy and degrading work in the 
coal mines; cottage workers who worked on contract in their own 
homes were miserably sweated; factory workers were cheated in com- 
pany shops and houses. The worst exploitation was not in the efficient 
new factories; but on the fringe of industrialization and in the dis- 
placed cottage industries. Often the hardest taskmasters were parents 
whose own livelihood was imperiled and who were therefore forced 
to exploit the labor of their children. Contemporary observers com- 
pared the lot of these unhappy families with those of the parish 
children who were apprenticed in large groups to unscrupulous manu- 
facturers.'® 

Pity for the victims of the factory system — the women who crowded 
into the textile mills and the children who began work at a tender age 
— was mingled with a false idealizing of a mythical golden age of agri- 

Cf. the considered judgment of^AKied Marshall on these facts. Industry and Trade, 
London, 1919; pp. 71-77, and his refutation of the common belief that the laissea* 
faire economists opposed factory legislation, pp. 747-50. Ricardo did not write on the 
mibject. Tooke, Torrens, McCulloch, and New march actively sufVported the legislation, 
as did John Stuart Mil^^Mbr at first opposed the acts, but later was one of their 
leading advocates. The main opposition among economic writersecame from the popir 
lariaen, and notably from Miss Harriet Martineau. 
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cultural and handkcraft prosperity. There was alway^a straid of back- 
ward-looking s^timent in the protest against industrial development. 
Machines were lalSng away employment from skillecj handicraft 
workers. Weavers had been independent producers,, reasonably pros- 
perous in the good^times just before and during the Napoleonic Wars. 
In the great crises that followed, their skill was thrown on the junk 
lieap. It was significant that one of the earliest protests against the 
new system was the organized smashing of machines by the Luddites, 
a movement tliat took its name from the half-wit Ned Ludd. It en- 
listed widespread support among the displaced workers, and not a 
little sympathy among the more fortunate classes. There was fear also 
that abolition of the Corn Laws would destroy rural employment and 
the amenities of country life. 

The social improvement made possible by the new factory metliods 
was demonstrated in the early years of the nineteenth century by 
Robert Owen, who rose quickly from humble origins to great wealth 
and influence by applying essentially modern ideas of labor relations 
in the rapidly expanding cotton industry. The various phases of his 
career embodied most of the elements of social reform that were to be 
influential in the development of utopian socialist thought — the im- 
provement of factory conditions in order to achieve efficient produc- 
tion, factory legislation to enforce such conditions and to restrain the 
abuses of the labor market, currency reform, experiments in co- 
operative communities, consumers’ co-operative societies, universal 
education, and parliamentary reform. The basis of Owen’s ideas of 
social reform is to be found in his belief that a man’s character is 

17 Cf. M. Beer, A History of British Socialism, pp. 160-81. Owen, the son of a Welsh 
^a(ldle^, was Ijorn in 1771 and went to work as a shop boy at the age of nine. After some 
>ears in London and Stamford lie came to Manchester and by tlie age of twenty-two 
was in a position to start his own mill for the manufacture of 6ne cotton yarn. He was 
already recognized as one of the rising men in the new industry, and when, in 1799, 
h*e married the daughter of a wealthy banket and cotton spinner, he was able to take 
over the mills at New Lanark which lie turned into a model and very profitable indus- 
trial concern, the t)pe and forerunner of the modern factories which have found that 
it pays to enlist the loyalty and improve the efficiency of their workers. From 1815-18 
he devoted much lime and money to the advocacy of factory reforms and the first Factory 
Act of 1819 owed much to his efforts. The severe pc^twar crises drew him into the ad- 
vocacy of co-operative communities to provide work for the unemployed and he re- 
ceived much infiiiential support for this idea until fie frightened his supporters by 
avowing his disl)elief in organized religion. In 1824 he Ixiu^ht the Rappist community 
Harmony, in Indiana, and reorganized it as New Harmony. In three years the com- 
munity failed and OW^ii returned to England. He lived rill 1858. active in the Chartist 
and other ivorking-chiss movements. 



264 


» THE COMMERCE OF NA 1 ION]!) 

molded By his dbvironmcnt. He attacked organized religion because 
many leaders of the churches opposed factory refar^ips and insisted 
that character was formed by grace. He thus anticipated Marx’s attack 
on religion as “the opiate of the masses.” He also* anticipated Marx in 
his insistence on the necessity of machine production to provide the 
abundance necessary for higher living levels. 

Robert Owen and many other high-minded reformers were inter- 
ested in the creation of voluntary communities, in which high pro- 
ductivity might be combined with frugal and egalitarian personal 
outlays and wise community expenditures. The early nineteenth cen- 
tury saw many experiments in such communities, in old and new 
countries. They failed, but they left an important legacy in the de- 
structive analysis of capitalist society by which they were justified, an 
analysis which was built into the later theories of Marxian socialism. 
Saint-Simon s emphasis on the rule of the elite was particularly in- 
fluential. 

* 

Moreover the social protest of the early nineteenth century left 
enduring practical legacies, particularly in Britain. The political 
temper of the British people has generally been cautious and distrust- 
ful of theories carried to logical extremes. Socialist communities did 
not appeal to them, but the idea of voluntary association found ex- 
pression in a solidly organized trade-union movement, in the con- 
sumers* co-operative movement that began at Rochdale in 1844, and 
in the powerful friendly society movement which pioneered in the 
field of group health insurance. All of these voluntary associations 
found room to grow within the capitalist order of society. 

In addition the capitalist order was gradually brought under some 
measure of control by legislation. Factory conditions were regulated 
and the abuses of truck (payment of wages in kind) abolished. There 
was a gradual but sure evolution of the public finances along what 
were essentially socialist lines — progressive taxation bearing more 
heavily on the rich and expenditures meeting general needs. Not only 
education but social services were steadily improved and widened. 
Many countries in both the Old and the New World, have followed 
this evolutionary line of socialist development. In many respects this 
is divergent from and alternative to the Marxian policies, since it is 
in fact reformist jpdj^onservativc, rather than revolutionary. 

In recent years this evolutionary socialism has tended to incorporate 
within its program the second body of social protest noted alx)ve — 
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the monetary theories and policies which at their lirst forftiulaiion 
werd dismisse<|%s Ae ignoiant illusions of monetary cranks. The 
world-wide appeal if the slogan of full employment at^the present 
time is intimately connected with reliance upon monetary manipu- 
lation to stabilize production and employment within national com- 
munities. 

It is not surprising to find that the heretics who blamed the pre- 
vailing social distress after the Napoleonic Wars upon rigid adherence 
to deflationary monetary policies were the objects of scorn among the 
followers of Ricardo. However, had they known of it the heretics 
might have quoted Ricardo’s own letter declaring against the defla- 
tionary policy necessary to restore sterling to parity at its former gold 
value. Sterling was depreciated by 30 per cent and Ricardo would 
have stabilized it at that value in terms of gold. The depreciated cur- 
rency had in fact been restored in 1819 to its old parity and this was 
undoubtedly a cause of severe price deflation. Thomas Attwood, a 
Birmingham banker, led a crusade against the gold standard thus 
inaugurated, and rallied a group of Birmingham businessmen to his 
cause.^* He and his brother Matthias had opposed the resumption of 
specie payments in 1819, and, in the subsequent pericd of falling prices 
and severe crises, they never ceased to advocate an inconvertible man- 
aged paper currency as a monetary standard superior to gold. Some 
minor writers supported them, but the dominant school of economists, 
impressed by the advantages of an internationally exchangeable 
money, treated them with contempt and derision. They, and still 
more their followers, were not always convincing in their positive 
arguments. Schemes for monetary reform always attract the support of 
cranks. But modern economists are now aware that the Attwoods 

18 Though a Tory M.P., and by no means a democrat, Attwood, despairing of carrying 
his currenc) reforms through the first reformed House of Commons (1852), associated 
t^imself with the revival of the Chartist movement. His influence was sufficient for a 
time to commit prominent individuals, iiicUiding Rol^ert Owen and Feargus O’Connor, 
to paper money schemes. But the primary aim of the Chartists was electoral reform; 
and currency became one of a number of associated and complicating planks in the 
platform. Attwood )>resented a Chartist petition to Parliament in 1838, but Lord John 
Russell was able to quote against him a manifesto^of the real Chartist leaders and to 
ridicule the movement in the person of Attwood, who shortly afterward disappeared 
from political life. Cf. Mark Hovell, The Chartist Movement, Manchester, igi8, pp. 
100-10. I’hc trade- unipn movement on the whole steered clear both of Chartism and 
of its currency wing. (Cf. Sidney and Beatrice Webb, The^^Hist^ry of Trade Unionism, 
1666^1^20 (rev. ed.), London, 1920. pp. 174-79.) Finally in the person of Philip Snowden, 
it provided the last-ditch defender lioth of free trade and of the gold standard, when 
they were abandoned in 1951. 
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did hav^ hdld <tf a real problem and that their attempts to state it 
anticipated modern monetary theories. h 

The management of currency and credit as a vaeans of implement- 
ing national policies of full employment and social security is now 
advocated, for example in Britain, as a practical^ alternative to the 
laissez-faire, free-trade policy based upon an international gold stand- 
ard. Under the gold standard, employment, prices, and the whole 
economic structure were bound to accommodate themselves, at times 
painfully, to fluctuations in world markets transmitted to the national 
economies through the balance of payments. Now many national 
economies endeavor to maintain a high and stable level of employment 
and a wide variety of social services, by managing their credit systems 
and insulating them from the fluctuations of the balance of payments. 
This very characteristically British evolution, based upon what Sid- 
ney Webb once called the inevitability of gradualness, has gathered 
up the elements of voluntary association, legislative reform, and mone- 
tary manipulation into what it is becoming the fashion to describe 
as a social-service state. 

The third and in many respects more formidable current of socialist 
thought — the so-called scientific socialism — also had its roots in early 
nineteenth-century Britain. It was hammered into a system by Karl 
Marx and has finally been used as the theoretical justification for the 
political and economic experiments of the Union of Soviet Socialist 
Republics. Of even more importance for our purpose here, this sys- 
tem of socialist thought has formulated a body of doctrine regarding 
international economic relations, and particularly those between de- 
veloped and undeveloped economies. And this has become a potent 
force in the modern world. 

Obscure writers, access to whose works is now difficult, evolved the 
ideas which Karl Marx was to rediscover and forge into a system. Of 
the men who were important in the formulation of these ideas only 
William Godwin, the author of Political Justice^ is reasonably well 
known. The others — Charles Hall, William Thompson, John Gray, 
Thomas Hodgskin, and John Francis Bray — were, respectively, a phy- 
sician, an Irish landowner, a wholesale merchant, a journalist, and a 
compositor. They were active in the early decades of the nineteenth 
century and most of tlvfni had associations with the fermenting social 
movements of the time. The reason for mentioningM:hem rather than 
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many others is th^ their writings form a chain of logi&il ideas of which 
Mara’s synthei^wM the culminating achievement. 

Godwin, followi^ Jean Jacques Rousseau, attacked private prop- 
erty as an instrument of social injustice. Hail maintained that the 
worker was entitled to the whole product of^his industry. William 
Thompson elaborated this thesis that the worker was the sole pro- 
ducer and should receive the whole product of labor. He developed 
the idea which Marx later was to call surplus-value. Gray’s Lecture on 
Human Happiness was influential both in Britain and in the United 
States. It was an attempt to document the case against the inequalities 
of income distribution. Hodgskin developed from the Ricardian analy- 
sis what is essentially the Marxian theory of value, and Bray took the 
final step of advocating a communist system. 

Karl Marx was probably the most widely read and learned eco- 
nomic writer of his time. In the library of the British Museum he had 
access to pamphlet and periodical literature, as well as to treatises, 
both well-known and obscure. He lived in the thick of the working- 
class agitation and maintained close contact with its leaders all over 
Europe, so that he was familiar with the revolutionary ideas that were 
simmering at the time. Marx brought to the analysis and co-ordination 
of these ideas an intellectual equipment and training that was unusual 
among labor leaders. 

He was born in 1818 at Trier (Treves), which had been a fortress 
commanding the Lorraine gate since Roman times and is still an im- 
portant strategic point in a cultural borderland. The son of a minor 
German official, Marx went tlirough school and university in training 
for an academic career. Here he was exposed to one of the most active 
and brilliant intellectual environments in Europe at that time. After 
a thorough training in jurisprudence and philosophy, he realized that 
he could not conform to the political and religious orthodoxy de- 
manded in the state universities of Germany. At the age of 24 he began 
to edit a radical journal at Cok)gne, but the journal was soon sup- 
pressed. Marx then moved to Paris where he became associated with 
a weekly named the Vorwarts. Expelled {rom Paris at the request of 
the Prussian government with his friend Friedrich Engels he next 
went to Brussels, ^nd it was there that the first of their collaborative 
documents was produced. Engels became a successful cotton manu- 
facturer. But he ‘continued to collaborate with Marx and was , re- 
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sponsible, after 5v!arx*s death, for the completion of Das Kapital, the 
study which expounded the theory of Marxian economics and its 
application to economic history and analysis, i ^ 

It was as a theorist that Marx finally achieved his greatest reputation 
and influence. He did not achieve immediate success as an agitator and 
failed to create in his own time an effective international working-class 
movement. Expelled from Brussels in 1848, he went back to Germany, 
but was expelled from there, and again from Paris. He finally came to 
London in 1849 and spent the rest of his life there, except for brief 
visits to congresses. He died in 1883. The Communist Manifesto in 
1848 launched Marx and Engels as revolutionary agitators and or- 
ganizers. The invective and abusive style which Marx in particular 
developed in the course of violent argument with his opponents in 
the course of a stormy career is one of the reasons why his work has 
always been regarded with dislike, and until recently with contempt, 
in academic circles. Neither this jxilemic style, nor the often cloudy 
philosophic jargon with which Marx clothed his analysis, ought now 
to obscure liis contribution to economic thought. He should be re- 
garded neither as a malevolent portent of all that is evil nor as a 
prophet whose literal inspiration it would be impious to question, 
but as a serious student molded by the circumstances of his time. 
Opinions may diflFer as to the validity of his theories and of the practi- 
cal conclusions he drew from them, but there can be no doubt that he 
is one of the great economic writers, in the direct line of descent from 
Ricardo.’*^ 

In essence Marx — using G. W. F. Hegel’s method of dialectic, but 
standing it, as he said, on its head — interpreted Iiistory as reflecting 
the struggle between economic classes.-'^ His argument was that at 

i»Cf. the comments cited by Gidc and Risi, A History of Economic Doctrines (rev. 
ed.), London, 1948, p. 467, from the later neo-Marxians — Labriola: ‘‘Das Kapital, instead 
of being the piologue to the communal critique, is simply the epilogue of bourgeois 
economics,*' and Sorel: "Marxism is really much more akin to the Manchester doctrine 
than to the Utopian. We must ncvei forget this/* For a brief exposition of the Marxian 
theoretical system written in modern economic language, cf. Joan Robinson. An Essay 
on Marxian Economics, l/)ndon, 1948. 

20 In its original meaning, the ^ord dialectic used as a noun wasliynonymous with 
logic, the art of critical examination into the truth of an opinion. Kant used the word 
in a special philosophical seme to mean the criticism which reveals the mutually con- 
tradictory character of scientific principles when employeil to fx plain matters l>eyond 
the limits of experienct;^ Hegel applied the term to the process by which such contradic- 
tions are resolved in a more adequate understanding of the trutlj. The process thus be- 
(^^es thesis, antithesis, and finally synthesis, the synthesis in turn developing an an^ 
' iith«is resolved in a new synthesis. Marx accepts this definition, but instead 
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any period therq is a class whose interests coincide' with t^ose of so- 
ciety as a who^ In the early stages of industrial capitalism this class 
consisted of the or^nizers of the new method of capitalist production. 
It was tlieir historic mission to smash the power of the feudal land- 
owning class and organize the more effective methods of production. 
There was no point, in Marx’s view, in denouncing capitalism or in 
heAvailing the suffering it caused — all this was mere .sentimentality. 
Thus in his uninvited and undelivered address on Free Trade to the 
Brussels Free Trade Congress in 1847, belaboring the free-trade 
arguments with heavy sarcasm, Marx concluded in favor of free trade 
and against protection. This tvas not for the orthodox reasons but 
solely because it would prove a step toward the social revolu- 
tion.*^ 

The advent of industrial capitalism, he argued, especially when it 
produced for a world market, was of no benefit to the workers. Marx 
held the view of the extreme Chartists that all the free traders wanted 
was cheap food to enable them to pay lower wages and produce at lower 
costs. This deduction followed inevitably from the Marxian theory 
that all value is produced by labor, but that labor receives only the 
itiinimum necessary for subsistence, the remaining surplus-value being 
withheld by tlie owners of capital. He maintained that the accumula- 
tion of this surplus-value caused periodic overinvestment which broke 
down in recurring cyclical crises or paroxysms of industry, the severity 
of which inevitably increased. The struggle for markets, in his vieiv, 
also led inevitably to war since the dominant class of bourgeoisie di- 
rected and used the powers of the state to protect and advance its own 
interests as such dominating classes have done throughout history. 
War and the intensified crises which it provokes, he believed, would 
eventually destroy capitalism. As society moved from crisis to crisis 
in cycles of increasing severity, so his argument ran, the contradic- 

of agreeing with Hegel that, the economic reorganization of society reflects the thought 
process, he reverses this view and argues that prevailing beliefs and ideas reflect the con- 
flicts of economic classes. 

The text of this address, which was later delivered before the Democratic Associa- 
tion of Brussels, is printed with an introduction |)y Friedrich Engels as an appendix 
to Karl Marx, The Poverty of Philosophy. Engels, writing in 1884, after traversing the 
reasons for renewed protectionism comes to the same conclusion as Marx. The latter 
ends his address with, the paragraph: *‘But, in general, the protective system of our day 
is conservative, while the free trade system is destructive. It hj^eaks up old nationalities 
and pushes the antagonism of the proletariat and the bourgeoisie to the extreme point. 
In a word, the free trade system hastens the social revolution. It is in this revolutionary 
sense alone, gentlemen, that 1 vote in favour of free trade.” 
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tions inherent in capitalism would eventually force resort to the so- 
cialist alternative. I I ^ 

This brief summary inevitably telescopes ic|pas* that Marx de- 
veloped, not always consistently, during a long life of revolutionary 
agitation and polemic writing. The later German jiistorian,' Werner 
Sombart, used to speak of two Marxes. The younger Marx was an 
active revolutionary. The analysis of his more mature years empha- 
sized the evolutionary character of capitalism, and there was a good 
deal of gradualism in his analysis of the tendency toward capitalist 
concentration which, he contended, would lead to the inevitable 
expropriation of the expropriators. However, the temperament of a 
lifelong revolutionary and a great hater prevented him from accept- 
ing the full implications of his own later analysis. 

At times he seemed to believe that in Britain and the United States 


there was a chance that the revolution might come peacefully. But 
as amelioration and evolutionary reform took the revolutionary spirit 
out of the workers’ organizations, he reverted to his earlier view that 
the only way to a socialist society was by revolution. Toward the end 
of his life, he realized that American labor was still provided with an 
outlet on the frontier. The organized British working class was firmly 
in the liberal camp. The weakness of French radicalism had been re- 
vealed in the short-lived commune of 1870. German social democracy 
had set out to gain control of, rather than to supplant, the machinery 
of the nation-state. Marx’s eyes therefore began to turn toward the 
Russian revolutionary movements, but he was disappointed in the 
immediate outlook. Though revolution finally came in Russia, it was 
long delayed. 

The Marxian doctrine was presented as a scientific explanation of 
inevitable developments. The vehicle of these developments was to 
be the proletariat — an awakened and organized working class. The 
leaders might come from other classes, but they would become leaders 
only by identifying themselves with the class which had the historic 
mission of expropriating the capitalist expropriators. Marx believed 
that demarcation of class intq^est had taken its final form, since capital- 
ism had arrayed the masses of the workers against the owners of landed 
and industrial property. This conflict, in his view, jivould lead to the 
final synthesis. Once accomplished, the class war would end in a class- 
less state. The historic state, in which political pOtver was used by 
a dominant class as an instrument of exploitation, would wither away. 
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There would stilljbe administrative functions to be jjierform'ed in the 
general interesfliiWhatever privileges the administrators might secure, 
there could be no d\ass exploitation since ownership of (he means of 
production would be communized and there would be no inheritance 
of economic or political power. ^ - 

The incompatibility of the Marxian doctrines thus developed with 
the ideal world of the laissez-faire free traders is obvious. The latter 
visualized a world in which trade was organized by private enterprise, 
and in which competition in free markets would maximize wealth by 
bringing about co-operation among specialized producers. The dis- 
tribution of this wealth would be achieved competitively so that every- 
one would receive a share proportionate to his contribution to the 
total production. 

Marx did not deny the effectiveness of the capitalist system in the 
sphere of production. As between Tsarist Russia and capitalist Eng- 
land, he preferred the latter because of its greater efficiency. He even 
applauded its imperialism. This was because, though he declared that 
it “was actuated only by the vilest interests,’* he argued that it was 
fulfilling the “double mission” of annihilating the traditional society 
and “laying the material foundations of Western society in Asia.” 
His main complaint was not that the British were destroying the 
organized society of India, but that they were not destroying it fast 
enough. In later years he began to doubt whether the process of ex- 
ploitation would bring its own nemesis of revolution quite as fast as 
he had expected. But he never wavered in the conviction that eco- 
nomic progress — mechanization as his followers would later call it 
— should not be impeded by archaic social organization or by concern 
for political independence, which in his view always meant the rule of 
a dominant class interest. 

But if he agreed, for his own reasons, with the capitalist free traders’ 
emphasis on productivity, he differed with them violently and pro- 
foundly in regard to its distributive implications. Private property 
and class government, he maintained, secured the whole of the in- 
creased productivity for the capitalist. This was perhaps a necessary 
phenomenon when capital equipment had to be built up. But with 
economic progress there would come monopoly and struggles for 
power and profit within the capitalist system. The time would in- 
evitably come wlTcn the workers would realize the fatal weaknesses 
of capitalism and would feel confident enough in their own skills and 
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political power to put an end to these weaknesses. Then the workers 
would rise in their massed strength, expropriate andA^iminate those 
who had robbed them for so long, and take the ipeans of producing 
wealth into their own hands, not as individuals but as a community. 

Between these extremes of belief — the free traders’ belief in com- 
petitive capitalism, and the Marxian creed of an invitable class war 
and catastrophic revolution ending in a communist state — there is a 
middle way. The idea of reforming the abuses without destroying 
the foundations of capitalism has appealed to large numbers of those 
concerned with the avoidance both of reaction and of revolution. 
Since these middle-of-the-road reformers deny the scientific inevita- 
bility of the Marxian analysis, they are naturally the target of the 
most abusive Marxian hostility. 

Much has, however, been achieved by the method of reform. The 
Marxian sequence of events is not inevitable. In many countries it 
has been upset by raising living standards, generalizing educational 
opportunities and thereby giving scope for creative work, relieving 
and preventing poverty and distress, and checking exploitation. Tax- 
ation and control of public expenditure have proved potent instru- 
ments in raising the real incomes of the masses of the people. Mone- 
tary and fiscal policy may prove equally potent in maintainiUg em- 
ployment and preventing the periodic recurrence of destructive crises. 
New experiments have been made in the control of vital industries 
and public services. 

All of these experiments hat'e involved recourse to the machinery 
of national government. German state socialism, urged by a trade- 
union movement, staffed largely by men trained as non-commissioned 
officers in the German Army, ended by tame submission to a totali- 
tarian state. In the British countries, notably Australia and New 
Zealand, as well as in Scandinavia, the democratic tradition has been 
strong enough to experiment with state socialism without disaster. 
Even in the United States, much has been done to supplement private 
enterprise and bring it under some measure of public control. It is 
clear that, if either the reformist or the Marxian socialist theories 
retain the hold they have now gained in so many countries, inter- 
national economic relations must be organized on a different basis 
from the free competitive markets postulated by the laissez-faire free 
traders. « 
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Tl^ REVIVAL OF ECONOMIC NATIONALISM 

The precedtn'g sections of this chapter have dealt wjth ideas that 
have found expression in the economic development of the United 
States, in the regionalism and social service organization, of the 
British Commonwealth, and in the revolutionary social protest which 
resulted ultimately in the creation of the U.S.S.R. These bodies of 
dissent from the classical free-trade doctrine have been summarized 
here as they were expressed by the men with whose names they are 
most clearly connected — Alexander Hamilton, Edward Gibbon Wake- 
field, and Karl Marx. The importance of these ideas today may be 
judged by the fact that it is tempting to identify them directly with 
the policies of the greatest powers in the modern world. 

However, to identify them so directly is to simplify unduly what 
are inevitably complex ideas, which are not the exclusive possession 
of any one person or any one country. Nor can national policies at a 
time of flux such as the present be labeled so simply. The creation of 
regional trading blocs is not necessarily a British idea, nor is it in- 
evitable that British Commonwealth policy will continue in that 
pattern. Economic development has become an excuse for protection- 
ism in many countries of backward industrial organization, but can 
no longer be applied to the United States. The social protest against 
laissez faire based on the popular slogan of full employment is prac- 
tically world-wide. And it is possible and even probable that the 
particular form of socialist organization now operating in the 
U.S.S.R. may continue to evolve. 

In this section attention is devoted to the revival of economic na- 
tionalism. This was in fact the most effective body of dissent from free- 
trade doctrine in the nineteenth century, since it brought about the 
collapse of the nineteenth-century world trading system. The revival 
of economic nationalism is described with particular reference^ to 
the doctrines of Friedrich List and to the economic policies folloiyed in 
Germany. This is not to identify economic nationalism exclusively 
with the teach ing of List or with German economic diplomacy, though 
they offer the best illustrations of it. T here are elements of national- 
ism in the policies of every country, and it is probable that List would 
have been shocked by the perversions of his teaching in later German 
practice. • 
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Two importam arguments will be developed in ^he pages that fol- 
low. The first is that the phenomenal growth of Cetii6an industry in 
the latter pyt of the nineteenth century was plrims^ily the result 
of an early development of general and scientific (including technical) 
education, and only secondarily of state aid and protection to industry. 
This industrial progress was foreseen by foreign observers long before 
Germany adopted a high-tariff protective policy, before cartels were 
envisaged, and before industrial banks with government support 
fostered both production and trade. As early as 1 840 an official repre- 
sentative of the Board of Trade, Sir John Bowring, reporting to the 
British government on the .industrial arts in Germany, laid stress on 
the high level of education, and particularly of technical education, 
in the principal German states, and foretold Germany’s future leader- 
ship in many lines of manufacture. 

It is true that it was enlightened government in many of the Ger- 
man states which promoted and subsidized both universal general 
and vocational education and so laid the foundation for future in- 
dustrial progress, before other countries had realized the necessity of 
educating their peoples. In the second quarter of the nineteenth cen- 
tury, when England still relied primarily upon apprenticeship or 
actual factory experience, young Germans were being trained not 
only in craft skills, but in design, modeling, elementary science, draw- 
ing, mathematics, languages, and geography. This investment in 
human capital yielded a rich return, as it has done in every country 
where an effort has been made to develop the capacities and skills of 
the whole population. It is the true secret of the rapid industrialization 
of countries as diverse as Germany, the United States, japan, and the 
U.S.S.R. And it provides the only method by which countries which 
have hitherto lagged behind in the technical processes of production 
— including Britain in the twentieth century, as well as China and 
India — may hope to draw abreast of the industrial leaders. 

The second argument to be made is that reliance upon state aid and 
protection to industry has in the past proved a dangerous experiment. 
The danger arises because the power oj the state is apt to become an 
end in itself, rather than an instrument for the expression of the 
common will and for the promotion of individual welfare. In Germany 
glorification of th^tate eventually led to the Hitlerian tyranny. 

In the early years of the nineteenth century the petty kingdoms 
which had survived from the feudal age were a serious obstacle to 
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national unity in Germany. As a matter of record, it'may be’ noted in 
passii^ that th$^mtest revival of the arts in modem Germany came 
in the period befoif unification. Bach and Beethoven yere born in 
small dynastic states. It was these states that led the way in general 
and vocational education. But there was gi^eat emotional appeal in 
the idea of a nation-state, combining all those who felt the ties of a 
common culture derived from language, kinship, or historical tradi- 
tion. National unity and self-determination were felt to constitute the 
first condition of political liberty. The humiliations imposed upon the 
German people by Napoleon had provoked a strong patriotic reaction 
which took the form of a movement for national unification. In Ger- 
many more than in any other country the idea of the nation-state be- 
came the symbol of unity and power. It is always fatally easy to confuse 
an idea with the machinery created for its expression. In particular it 
is easy to confuse the idea of a national community with the machinery 
of state, and to erect the latter into a personified incarnation of the 
common will, existing independently, as the highest expression of 
human values. 

German writers in the early nineteenth century contributed more 
than their share to this confusion. The philosopher, G. W. F. Hegel, 
who became the semi-official mouthpiece of the Prussian government, 
wrote of the state as if it had a life of its own, transcending that of its 
citizens. Those who fought for national unity were led to idealize the 
nation-state as “the ultimate unit in human organization and, ac- 
cordingly, the ultimate unit in human allegiance.” The state which 
Hegel rationalized in this way was a Germany united under Prussian 
leadership. Friedrich List accepted the Hegelian state philosophy, 
and contributed to it a comprehensive and effective economic pro- 
gram.*® 

22 Cf. Harold J. Laski, A Grammar of Politics, London, 1925, p. 222. Cf. also Ivor 
Brown, English Political Theory, London, 1920, p. 144. 

28 Cf. Edward M. Earle, op. cit., Ch. 6, “Adam Smith, Alexander Hamilton, Friedrich 
List: The Economic Foundations of Military Power.” For a more critical appraisal of 
Hamilton, cf. Frank A. Fetter in Lcvcrctt S. Lyon and Victor Abramson, Government 
and Economic Life, Washington, D.C., 1940, V0I. II, pp. 536-42. Cf. also Gide and Rist, 
op. cit,, Bk. 11 . Ch. IV, for a sympathetic account of Hist’s philosophy, stressing “his love 
of individual liberty/’ and “the importance which he attaches to moral, political and 
intellectual lilierty as elements of productive efficiency.'' M. Rist argues that the later 
development of economic warfare differs fundamentally from List’s ideas; but it must 
he recognised that there are passages, particularly in the latter ^art of The National 
System of Political Ecomomy which specifically make suggestions for an aggressive com- 
mercial policy to combat Britain’s “insular supremacy’’ and the doctrine of free trade 
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List was born m Wurttemberg in 1789 and rose rapidly in the civil 
service of that kin^om. In 181G he was appointed to a chair of 
public administration (Staatspraxis) in the Univrrsiff of Tubingen. 
Soon thereafter he became president of an association formed to work 
for the abolition of the customs tariffs by which frade between the 
German states was then impeded. Thus in his middle twenties, he was 
a leader in the movement for a German customs union. Because of 
these activities, the King of Wurttemberg soon dismissed him from 
his official positions and when he was elected to the Diet, vetoed his 
election. In 1822 after a period mainly occupied in traveling through 
Germany agitating for the customs union he was again elected to 
the Diet. This time, not only was his election vetoed, he was also 
sentenced to imprisonment witli hard labor. He escaped but, being 
unable to get permission to settle in other German states, went to Paris 
where he met Lafayette. A few months l^ater he. went back again to 
Wurttemberg to plead his case, was thro^vn into prison but released 
after some months, only on condition of leaving Wurttemberg and 
renouncing his citizenship. He was not allowed to settle either in 
Germany or in Paris. In 1825 he came to the United States. 

While in the United States he took an active part in the protec- 
tionist agitation, being sponsored and honored by the Pennsylvania 
Association for the Promotion of Manufacturing Industry. Like 
Carey, he was an ardent admirer of Alexander Hamilton though his 
ideas had been formed before he left Germany. He made money by 
conducting a successful German language newspaper, and by discovery 
of a new and important coal field in Pennsylvania. Though he became 
an American citizen and went back to Germany in 1832 as a United 
States consul, his main interest was always in German politics. As 
early as 1828 while still in America, he began to write essays advocat- 
ing the construction of a national system of railroads in Germany. It 
was while he was United States consul at Leipzig that he successfully 
urged on Saxony the first steps toward realization of this railroad 
system. He left Leipzig and his consulate in 1837 but remained in 
Germany and devoted his energies thenceforward mainly to urging 
upon German authorities more positive policies to counter what he 


which, in a famous phrase, he describes (p. 293) as a **cle\er device that when anyone 
has attaineiS the siimnfTl of greatness, he kicks away the ladder by which he has climbed 
up, in order to deprive others of the means of climbing up after him.” 



THE DISSENTERS 


277 


termed “the crafty and spiteful commercial policy of England." In 
1846 after a pd!^<i^of ill health, he committed suicide. 

It is the stre^ L,ia laid upon nationality as the dominjiting fact and 
organizing principle of international economic relations that made 
him the prophet of later nineteenth<entury developments and that 
put him in sharp opposition to the cosmopolitan attitudes of the 
laissez-faire, free-trade school." In order to understand the later in- 
fluence of his theories and their perversion into ag;gre$sive economic 
nationalism, it is necessary to consider briefly the conflict between the 
philosophy of individual welfare and that of state power. 

The political philosophy of tlie classical economists and of the free- 
trade school stressed individual enterprise and individual welfare. 
Emphasis has been laid in a preceding chapter upon the evil con- 
sequences which flotved from their neglect of the important fact that 
individuals exist only as members of a community. A great part of 
List’s argument is directed to this fact. His plea for protection to 
manufactures (but not to agriculture) was based on his belief that 
manufacturing was necessary for the industrial education of a nation. 
He did not dispute that, given the distribution of skills and resources 
among the nations at any moment, free trade would maximize wealth. 
But he was interested in building up the productive powers of the 
German people. To him the wealth of the moment was less important 
than the prospects of economic development — the power of produc- 
ing wealth. He saw clearly that productive power depended largely 
upon good government, upon developed educational facilities, im- 
partial law, and equal justice. 

List’s program was many-sided. He had advocated the abolition of 
internal frontiers and customs barriers among the German states, 
which had been achieved in the Customs Union (Zollverein) of 1834. 
Even more important in many ways was his systematic and successful 
campaign for the construction of railroads.-® The network of German 

24 Cf. Friedrich List, The National System of Political Economy, translated by Samp* 
son S. Lloyd, new edition with introduction by J. Shield Nicholson, London. 1922, p. 
xliii: “I would indicate, as the distinguishing characteristic of my system, NATIONAL- 
ITY. On the nature of nationality, as the intermediate interest between those of indi- 
vidualism and of entire humanity, my whole structure is based." (Capitals and italics as 
in the author's original preface.) 

2 BCf. the citation from Treitscke, Deutsche Geschichie, IV. 581-82, in J. H. Clapham. 
The Economic Development of France and Germany, Cambridge. 1921, p. 

150: "It was the railways which first dragged the nation from its economic stagnation; 
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communications Vas planned as an instrument of unification and an 
aid to industrial development, but also specificafdy ^r troop move- 
ments in frontier zones. This proved effective iir fhe'^wars by which 
Bismarck consolidated Prussian leadership and created the Reich, 
and contributed a good deal to the humiliat^n of France in 
1870.®® 

List s emphasis on the nation-state as a basic natural phenomenon 
led him almost insensibly to the concept of the state as an end in itself 
and the major end of policy, rather than as an instrument for the 
promotion of individual welfare. The inevitable consequence was 
that he contemplated both the unification and the expansion of the 
German state. He came to regard economic policies directed to the 
strengthening of state power, as a necessary stage in the development 
of a nation-state. Bismarck, and later the Nazis, could find in List’s 
writings authority for practically all of their policies. List held that 
a large population and an extensive territory of varied natural re- 
sources were essential to a developed nation-state, both for intel- 
lectual activity and for material development and political power. 
Therefore he proposed to incorporate Denmark, Belgium, Holland, 
and Switzerland within a unified Germany, partly on grounds of race 
and language, partly because Germany needed access to the sea and 
colonial possessions, and partly to secure easily defensible frontiers. 

He also foreshadowed the German drive to the Balkans and its 
economic penetration of Turkey. He advocated the acquisition by a 
united Germany of overseas colonies in Australia and New Zealand. 
An enterprising shipping policy and a vigorous German consular and 
diplomatic system were ecjually important in his projects for a greater 
Germany, and he did not shrink from the conclusion that execution ot 
these projects would entail war with Britain. He looked forward to 
the time wdien the United States would surpass Great Britain in in- 
dustrial and naval power, and therefore counseled Britain to appease 
Germany and to seek the friendsliip of continental Europe as a shield 
against American power. In his view, Britain “should practise resig- 

Ihey ended what the Zollverein ha^unly begun; with such power did they break in upon 
all the old habits ol life, that already in the forties the aspect of Germany was com- 
pletely changed.’* 

The resistance to railroad development in France is weiM characterized by tlu* 
remark of Thiers, citod by Clapham, op. (it., p. 144, legarding a line projected from 
Paris to St. Germain: “II faut doniier c^a a Paris, comme un joyijou; inais ne trans- 
portera jamais un \o)agcur ni un colis.” 'this was in 1835, two )ears after List had 
published his pamphlet outlining a system of national railixiads for Germany. ^ 
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nation betimes/’ and “by timely renunciations gain 'the friendship of 
European Comfmi^tal powers/* 

Much of theSnyective that List used against British policies sprang 
from his resentment of Palmerston’s attempts to thwart the negotia* 
tions that led in #834 to the formation ofUhe Zollverein. Scattered 
throughout List’s writings, and particularly in the historical chapters 
of the National Systern of Political Economy (1841), there are state- 
ments which are a curious compound of admiration, resentment, and 
envy of British achievements, l.ist's account of the Hanseatic League 
is a condemnation of the exclusive and selfish jealousies of the 
German cities in contrast with what List regarded as the enlightened 
nationalism that had made Britain a strong and united nation. For 
him the all-important aspect of history was the timely intervention of 
the state to direct economic activity toward the strengthening of its 
own power. His view is aptly stated in his attack on those who stressed 
enterprise rather than regulation as the source of British strength. 

“The theorists/’ he maintained, “have since contended that Eng- 
land has attained to wealth and power not by means of, but in spite of, 
her commercial policy. As well might they argue that trees have grown 
to vigour and fruitfulness, not by means of, but in spite of, the props 
and fences with which they had been supported when they were first 
planted.’’ He became the prophet of those who laid stress on the 
props and fences of state support for industrial development, rather 
than on enterprise. But the history of Germany after 1870 has pro- 
vided a tragic commentary on the confusion between state power and 
community development. In the last quarter of the nineteenth 
century, the rise of Cxerman industry was phenomenal. Its founda- 
tions had been securely laid in the educational and social system. After 
1870 it owed much, as indeed it had earlier, to state encouragement 
and direction. But in the end this connection with state power caused 
its ruin. 

It is important, therefore, to re-emphasize the fact that it was scien- 
tific education rather than protection or cartel organization that en- 
abled Germany to develop so rapidly and^to pioneer the new applica- 
tions of science to industry. A curious reflection of the hold which the 
idea of the state gained over the German mind can be found in most 
German historians’ extended accounts of various fprms of state regu- 

Friedrich List, ofi. ciL, p. 340. 

2* Ibid.^ p, 33. 
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lation an^ assistance, to which an altogether exaggerated importance 
is attached. The technical skill of the German kiupadrial scientists, 
and hardly Jess important, of the German opera^iv^s, tends to be 
mentioned briefly if at all. Moreover, when these human skills are 
dealt with, the role played by the state is strongly emphasized. 

It was one of the glories of Germany in the early and middle decades 
of the nineteenth century that her various state governments provided 
both general and technical education for the masses of the people, 
earlier and more adequately than did the governments of other coun- 
tries. Many observers have remarked upon the close connection be- 
tween German industry and German science: the laboratory facilities 
provided by industrial plants for pure science; the encouragement and 
elaboration of scientific work in the universities, esf^ecially on the ap- 
plied side; the immense technical literature and abundant opportuni- 
ties provided to keep industrial technicians constantly in touch with 
new discoveries. It is true that German education was devoted more to 
applied than to pure science, or more accurately, that the attitude to- 
ward science was more practical and less philosophic than it was in 
Britain and France. German education was devoted also to the de- 
velopment of technical skills rather than to democratic training for 
citizenship.®® It produced an intellectual proletariat of highly trained 
workmen, and a numerous body of salesmen who could speak foreign 
languages, of chemical engineers, of electricians, and of applied re- 
search technicians. These technicians were kept always in close touch 
with the new discoveries of science. These were the men who, with 
their ability to grind and polish optical glass, to produce new chemical 
dyes, and to devise new instruments and new uses for them, placed 
Germany in the forefront of the new chemical, electrical, and me- 
chanical industries. It was salesmen, equipped with technical skills 
as well as languages and detailed knowledge of their foreign cus- 
tomers, who extended Germany’s trade so widely and so rapidly. 

-oThe hisiorical school of Geiinaii economists i ejected the iiniversalisin o£ the British 
and French school, but their elfoit tended to l>e spent in difinsc and detailed studies 
(cf. Gide and Rist, op. rit., Bk. IV, Ch. I), Cf. also W. l*\ Bruck, Social and Economic 
History of Germany from William to Hitler, A Comparative Study, London, 

1938, p. 3: *‘lt was the fate of this school that it followed the blind alleys of detailed 
research. But it is recognized, especially in Germany, that this school contributed much 
to the empirical research which led to the creation of econounic sociology.” Alfred 
Marshall, however, lieliA'ved that ”it would lie difficult to overrate the value of the work 
which they and their fellow-workers in other countries have dope in tracing and ex- 
plaining the history of economic habits and institutions. It is one of the great achieve- 
ments of out age . . (Principles of Economics, App. B and C). 
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By the end of the nineteenth century the pressure of Gennan com- 
petition was f*lt every market. The export effort was massive and 
integrated. Di^lopatic and consular officials, bankers, technicians 
and salesmen, teachers and research workers, supplemented and sup- 
ported what becaqie a concerted national drive for markets. But with- 
out the technical skills that drive could not have been as successful 
as it was. The co-ordinating governmental support — so effective when 
contrasted with the individualistic and secretive competition partic- 
ularly of British firms before 1914 — in the end provoked retaliation 
from many countries in the form of subsidized competition and of in- 
creased tariff protection. The alliance between industry and the state 
was purchased at a high price. 

In the early years of the twentieth century, the German state was 
dominated by the Prussian agrarians who ruled largely by exerting 
their power through non-parliamentary channels such as the dynasty, 
the army, the bureaucracy, and the educational system. It was their 
dominance which rendered so fateful the confusion between the na- 
tion and the state. It is true that this confusion was by no means a 
German monopoly. The marriage of militarism and protectionism 
which became such a formidable challenge in Germany, found in the 
policies of other countries, and still more in the utterances and actions 
of power groups in those countries, justification for representing its 
own designs as the struggle of a |X)or nation against the selfish and 
exclusive attitude of richer peoples. Economic nationalisth proved 
the most formidable of all the bodies of dissent from the classical eco- 
nomic doctrines. Ultimately it nrecked the world trading system of 
which those doctrines were a rationalization. 



CHAPTER X 


THE NETWORK OF 
WORLD TRADE 


THE COMMERCIAL REVOLUTION 

The purpose of this chapter is to describe the nineteenth-century and 
early twentieth-century trading system, to analyze the strength and 
weakness of the international pricing of major commodities and the 
linking of national price structures, and to reveal the conditions which 
made it possible for the highly organized but free commodity markets 
to function as long and as well as they did. There was a pattern in 
multilateral trade. It was not consciously organized. Its details are 
only now being revealed by painstaking research. Like an organic 
growth it functioned successfully even though its mechanisms were 
not fully understood. 

In 1942 the Economic Intelligence Service of the League of Nations 
published an illuminating study of world trade. This work, which 
was based upon a statistical survey of world trade from 1928 to 1938 
comprised much more than a well-arranged collection of statistics. 
The figures themselves were collated from national sources of varying 
Accuracy, using methods that differ a good deal. It was a laborious task' 
to adjust them so that they might be broadly comparable, reduce them 
to a common monetary unit, and rearrange them into significant eco- 
nomic groupings. Jhe title of this chapter has been copied from t^iat 
of the League of Nations publication. « 

This significant study by Folke Hilgerdt could have been written 

s8s 
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only by an international civil servant who had spent long years master- 
ing the intrica$ies|4f the movements of world trade, until the secrets 
of their relatioi^hips had become clear to him. The relationships laid 
bare by his analysis reveal in his words “the essential unity of world 
trade, a unity whjch is due to the compldtUy of the trade of each 
separate area.’* Such an analysis, based not upon hypothetical assump- 
tions but upon the actual facts, lays a solid foundation for a theory of 
international trade adequate to explain modern problems. 

The trading areas of the world are finally grouped into six broad 
categories. These are arranged in an order which clearly reveals the 
currents of trade and the processes by which payments used to .be 
balanced before the second World War. The symmetry of this arrange- 
ment is such that it can be represented in a neat circular diagram which 
is not just a theoretical design, but a summation of the actually re- 
corded values of world trade. The tropical countries exported more 
to the United States than they imported from it; the United States 
sent more to the British Dominions and non-tropical Latin America 
than it received from those areas; they in turn exported more to con- 
tinental Europe; continental Europe exported more to Britain, and 
the circle was closed by Britain exporting more to the tropics than it 
imported from them. 

This was the main arterial system of the world’s commerce, as re- 
vealed by the trade statistics of 1928. The expansion and world-wide 
development of that system, multilateral in its balancing of payments, 
was the crowning economic achievement of the nineteenth century. It 
was damaged by the war of 1914-18. But the world trade that was 
restored between the wars fell into the same pattern — which is indeed 
the pattern dictated by the distribution of population, skills, resources, 
and therefore of wants that resulted from nineteenth-century trading 
developments. When restored between the wars, this world trading 
system did not function with full efficiency. It was broken by the de- 
pression of 1929-33 and its destruction was completed by the ensuing 
period of economic nationalism which culminated in the second 
World War. The monetary mechanism by which it had functioned 
before 1914 was the international gold standard. An attempt was made 
to restore this monetary mechanism after the first World War ended, 
but trade moved stiffly and the mechanism did not function well. It 
broke down, probably for the last time, in 1931 when Britain aban- 
doned both its free-trade policy and gold parity for its currency. 
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The network world trade was not as simply, as fully, or as 
smoothly organized as the preceding paragraphs jt^ig^jt seem to .sug- 
gest, Nor was it created suddenly. Many intricate armies of payments 
subsidiary to the main arterial system are revealed by the League 
study. One of the characteristic features of world ^trade before 1914 
was the way in which payments were cleared, currencies were main- 
tained at stable parities, and prices were kept in equilibrium — all 
without international agreements, government intervention, or even 
formal marketing arrangements. An immense variety of goods and 
services was exchanged between near and distant markets. In the 
great financial centers transactions were made daily that called for 
payments in most of the world’s currencies. These payments might be 
for goods actually traded, or to finance investments, or they might 
be merely speculative — designed to make profit by offsetting trans- 
actions in different markets. Not only commodities but securities and 
currencies were the subjects of such speculation, and this had the 
effect of equalizing prices in space and time. 

The whole trading process was regulated by incessant price fluctu- 
ations around shifting equilibria in intersecting and interdependent 
markets. From time to time there were great waves of fluctuation wfiich 
seemed to carry the average level of prices from crest to crest, or from 
trough to trough in a cyclical pattern. There are those, indeed, who re- 
gard instability as the outstanding characteristic of the whole process. 
In their view, it reeled from crisis to crisis rather than moved from 
one point of equilibrium to another. 

Yet, as long as trade was relatively free and the international gold 
standard was accepted, markets were cleared, goods were moved in 
increasing volume, payments were settled, and prices, though very 
sensitive, moved within narrower limits than we have become used to 
in recent years. One can understand why those economists and bank- 
ing specialists who lived through the vast proliferation of these ac- 
tivities in the latter part of the nineteenth century wrote almost with 
awe of the way in which competition worked to bring order out of 
the seeming chaos of innumerable individual transactions. The prin- 
ciple of competition was regarded as the regulator of the world’s eco- 
nomic activity and economic theory was elaborated upon the assump- 
tion of such competition.’ 

t 

I Cf. J. K. Hicks, Value and Capital, Oxford, 1939, p. 84: “It fs, 1 believe, only pos- 
sible to s^ve something from this wreck — and it must he remembered that the threat- 




THE CIRCUIT OF PAYMENTS, 1928 

Read clockwise, this diagram shows the main streams in the multilateral 
trading system. The arrows indicate the flow. The figures are dollar 
amounts of the trade balances (net). 

The exports of each region exceed the imports with the next region. 
Thus in 1928 the United States enjoyed export surpluses to every region 
except the tropical raw-material producing countries. 

The diagram is adapted from the similar one in the League of Nations, The Network 
of World Trade, Geneva, 1942. 
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The competitive mechanisms of the world markets for staple prod- 
ucts became more effective after the improvement^'^f {y>stal and cable 
communication in the 1870’s. These mechanisms pfever formed a 
fully developed system. Rather they spread out^^d from western 
Europe, penetrating and disturbing the traditionnl organization of 
one industry and one area after another. The expansion was uneven 
so that in some countries only a few industries were connected directly 
with the world markets, while in others the marketing process trans- 
formed virtually all economic activity. This irregular expansion was 
furthest advanced in the industrial communities of western Europe, 
and in their offshoots overseas. In time the whole world was gradually 
drawn into their trading orbit. As the leading industrial peoples 
competed to reap the profits of expanding production and trade, the 
peoples of Asia and Africa were suborned, or compelled by force of 
economic circumstances, gradually to abandon their ancient ways of 
livelihood. Virtually every country became dependent in large meas- 
ure upon international trade. World population increased rapidly. 
In many areas, such as Britain and western Europe, where trade 
brought a special stimulus to growth, the ratio of population increase 
was especially high. The result is that large populations — in the agri- 
cultural East as well as the industrial West — are now threatened by 
economic disaster unless some workable marketing system can be 
created to take the place of that which has collapsed. 

The marketing system developed in the latter nineteenth century 
was made possible by the cheapening of long-distance transport by 
sea and by land, by the invention of rapid means of communication 
between widely separated areas, and by practically universal accept- 
ance of the principles of monetary policy necessary for the operation 
of the international gold standard. Its development was accompanied 
by a great expansion of international investment which brought new 
areas into effective production, and by the development — primarily 
in London — of elaborate money markets by which trade was financed 
and payments were cleared. These operations will be described in 
^^subsequent chapters dealing with the capital and foreign exchange 
markets. Here we are mainly concerned with the commodity markets 
which so greatly increased the availability of foodstuffs and raw ma- 
nned wreckage is the greater part of economic theory — if we can^ssume that the mar- 
kets confronting most of the firms with which we shall be dealing do not differ very 
greatly from perfect competitive markets." 
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terials, particularl)|to the industrial populations of the Western world. 

It is necessary 4 |st to emphasize the magnitude of the trading ex- 
pansion and of^hle changes in marketing methods brought about by 
improved transport and communication. There had been earlier 
periods of trade Expansion, but never on this absolute scale.® Even 
after the discovery in the sixteenth century of the New World and of 
sea routes to Asia, trade, though much increased, was still on a small 
scale. The first stages of the Industrial Revolution brought further 
increase in the early nineteenth century, but as long as Uritain main- 
tained a protective system and was confronted with higii protective 
tariffs in most other Western countries, this increased trade was in 
large measure channeled from Britain to Asia and to the British colo- 
nies. The really great increase in British exports came after her adop- 
tion of free trade in 1846. Their average annual value in 1870-74 was 
estimated as being four and a half times as great as in 1840-44, and 
more than fifteen times as great as in 1770. Imports rose even more 
after 1846, and continued to rise slowly through the twenty years of 
falling prices from 1873 ^^95- Exports were checked in this period 

of falling prices; but progress was resumed with rising prices after 
1895. By 1913 British exports were ten times what they had been in 
1 840 and more than thirty times greater tlian in 1 770. 

This rapid expansion of British trade in the decades following free 
trade went hand in hand with an impressive increase in industrial pro- 
duction. These were the years in which railroads and steamships, gas- 
works and drainage systems, were coming into use in all countries 
which could afford them. In the five years 1870-74, the British annual 
output of pig iron was 6.4 million tons, as compared with Germany’s 
1.8 million tons and the United States’ production of 2.2 million tons.® 
Some elements of the industrial leadership thus established were 
maintained till 1914, in face of the growing industrial strength of 
Germany and the United States. Shipping, which was closely allied 
with Britain’s free-trade markets, gave her a great advantage. Right up 
to the first World War her ships carried more than half of the sea- 

2 Cf. Edward Gibbon, The Decline and Fall of the Roman Empire (Modern Library 
ed.), New York, 193JI, pp. 49-50, for a description of the way in which *'the most remote 
countries of the ancient world were ransacked to supply the pomp and delicacy of Rome." 

2 United States production did not overtake the British till 1B90. and the German 
production did not overtake it till after 1900. Cf. L. C. A. Knowl^, Industrial and Com- 
mercial Revolutions i^ Great Britain during the Nineteenth Century, London, 1921, 
p. 192: "As the builder of railways and steamships, the provider of engineering tools, 
rails and IcKX^niotives England was unrivalled during the years 1 850-1 R73." ^ 
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borne trade of the world, while in the twenty-five yprs preceding that 
war she built two-thirds of the new ships that we» launched. In- the 
textile industries also she retained a large measure tif ^adership. 

But by the beginning of the twentieth century) h was clear that 
Britain’s great rivals, Germany and the United Stakes, had surpassed 
her, not only in the basic heavy industries associated with iron and 
steel, but in the new industries which were dependent upon the appli- 
cation of scientific skills — the chemical, electrical, and machine in- 
dustries. This was also true in those industries where new methods of 
mass production cheapened costs. By that time however, the great 
commodity markets with their associated shipping, financial, insur- 
ance, and monetary services were taking a predominant place in 
Britain’s contribution to world trade. 

In the last quarter of the nineteenth century Britain was ceasing 
to be the workshop of the world, but was emerging as the organizing 
and regulating center of world trade, finance, and investment. Her 
exports continued to grow, though not as fast as those of Germany and 
the United States. There was room for all in the expansion of world 
trade, and the living levels of the British people continued to rise. 
London, the center of commerce and finance, outstripped Manchester, 
the center of industrial production. Moreover, the agricultural pros- 
perity that had seemed to justify the confident predictions of the 
free traders proved to be temporary. Cobden in 1845 had argued that 
the wheatgrowers of Britain even under free trade would have sub- 
stantial protection from the cost of transporting corn; but he did not 
foresee that transport costs would fall rapidly. McCulloch in 1842 had 
made an even more confident prediction that not an ounce of meat 
would ever enter Britain from South America. 

In the fifties and sixties there had been nothing to indicate that 
these predictions of continued agricultural prosperity in Britain 
would not be justified. There were wars both in Europe and in the 
United States. Though British imports of food and raw materials in- 
creased, population and purchasing power increased faster. The Cali- 
fornia gold discoveries gav^ Britain, then the only country using gold 
as a single standard, an .export advantage equivalent to a slight de- 
preciation of her exchange rate. Trade was booming and agriculture 
remained prospei^pus. 

By the early seventies, however, railroads in various parts of the 
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world had begun cfeectively to open up inland continental areas of 
rich-fertility. Thejjfirst transcontinental line in the United Sutes, for 
example, was c«n|bleted in 1869. A gathering flood of cheap grain 
began to pour in\ J the markets of industrialized western* Europe, not 
only from the Middle Western plains of the* United States, but from 
Australia, India, Canada, Argentina, Russia, and the Danube valley. 
The price of wheat fell as a result of the abundant production from 
the virgin prairies of the Middle West. Competition among the rail- 
roads and the lowering of ocean freights as steam replaced sail were 
also important elements in a long-continued fall of wheat prices. In 
certain years prices fell to the point where American wheat was sold 
not only in London, but at Hamburg and even at Odessa. The result 
was a sharp increase of protective duties on wheat in practically all 
the countries of continental Eurof>e, and especially in Germany. Only 
Denmark (which transformed its agriculture and utilized the cheap 
imported grain to build an efficient pastoral industry), Belgium, the 
Netherlands, Switzerland, and other relatively small markets such as 
Norway, continued along with Britain to accept the cheapened wheat. 
There ensued a prolonged agricultural depression in Britain, which 
ended in virtual abandonment of the attempt to compete with im- 
ported grain. 

What happened first with grain was to be many times repeated with 
other commodities. In the late seventies meat began to be carried from 
the United States in refrigerated ships. It was not long before Canada, 
Argentina, Australia, and New Zealand were sending increasing quan- 
tities of chilled and frozen meat to Britain. Butter and cheese followed 
meat, and means were found in the twentieth century to transport 
apples and citrus fruits. 

Not only foodstuffs but agricultural raw materials were transported 
in growing volume from the newly opened inland areas — wool from 
Australia, New Zealand, South Africa, and Argentina; jute from 
India; kapok from the East Indies; vegetable oils from east Africa and 
many other tropical regions. The opening of the tropics to cultivation 
for industrial markets was almost as important as the opening up of 
the last remaining temperate plains. Vegetable oils, lumber, dyestuffs, 
spices, and cane sugar were important items in this trade. When rubber 
came into demand for automobiles a great new induf^fry was developed. 
Moreover the evor-growing consumption of minerals led to a search 
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for new sources of supply. Gold was found in Soiith Africa, Western 
Australia, and Alaska; nickel in Canada; copper m Rhodesia and the 
Belgian Con^o. Petroleum was sought all over thelwOTldl 

Thus, not only did trade become much larger |iA volume during 
this period, but its character completely changed.^This may be seen 
by comparing the list of raw materials and foodstuffs which the League 
study singled out for special treatment, with any description of six- 
teenth-, seventeenth-, eighteenth-, or even early nineteenth-century 
trade. As late as the seventeenth century the spice trade was the source 
of trading fortunes, and in the eighteenth century, sugar and tobacco 
became important. In the nineteenth century, particularly after Brit- 
ain adopted free trade in 1 846, trade came to consist largely of cheap 
bulky articles such as iron ore, coal, foodstuffs, and fibers. Agricultural 
and mineral raw materials were brought in large quantities to the 
manufacturing centers located near the coal fields, and in return a great 
variety of manufactured goods, including bulky items such as steel rails 
and locomotives, was exported from the industrial centers. In Hil- 
gerdt’s League of Nations study, spices do not appear in the list of 
twenty-six raw materials and foodstuffs whose export value in 1938 was 
more than $100 million. There are three categories of petroleum prod- 
ucts, whose combined value far exceeds that of any other product. 
Cotton comes next, and then wheat and wheat flour, coal, meat, wool, 
tobacco, sugar, copper, butter, rubber, coffee, maize, tea, rice, iron ore, 
silk, tin, and citrus fruit. All of these commodities, it will be noted, are 
articles of general consumption. There has therefore been a trans- 
formation not only of the geographical distribution of world trade, 
but also of its commodity composition. 

An important point must be added here. Trade in raw materials 
and foodstuffs constitutes a large segment of world trade, and the trade 
between advanced and less advanced industrial countries is an even 
larger segment of the total. But the trade in manufactured goods before 
1931 constituted a great and growing proportion of world trade. The 
variety of these manufactures is so great that no single item bulks as 
large as the raw materials ^nd foodstuffs listed above, hut in the ag- 
gregate the share of world trade provided by manufactured goods 
steadily increased until 1931.* , 

<Cf. Albert O. Hirschman, National Power and the Structure of Foreign Trade, Berke- 
ley, 1945, pp. 117-51- An elaborate German study by the Kiel Institiit fiir Weltwirtschafi 
iind S^verkehr — "Die Aussenhandelsentwicklung und das Problem der Deutschen Aus- 
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These facts conArm what economists have long argued, that free 
trade leads to a raj)idly growing interchange between industrialized 
countries. As theylbecame industrialized, Germany, the United States, 
and later Japan, ^lj|ecame better customers of industrial Britain, while 
the manufactured^ goods they produced wetfcof a character that could 
be sold only in other industrialized countries with high purchasing 
p)Ower. This development clearly depended upon a reasonably free 
flow of competitive trade. In the period of economic nationalism after 
1931, the trend described above was reversed. The percentage of 
world trade which consisted of the exchange of manufactures against 
raw materials rose steadily from 24.9 in 1931, to 33.3 in 1937, while 
the other kinds of trade fell. This reversed trend was a clear indication 
of the breakdown of international co-operation, as the great powers 
followed autarkic policies dictated by war preparations. The future 
of international trade does not lie in the creation of new empires, but 
in the elimination of trade barriers and, above all, in the industrial 
development of what have hitherto been backward economic areas. 

An important qualification of this summary description of the ex- 
pansion of world trade from 1850 to 1931 should be taken into ac- 
count. A large part of that expansion came from the economic develop- 
ment of new countries in the temperate zone which were settled mostly 
by European immigrants. The first exports of those countries were 
naturally agricultural, but it was a new kind of agriculture that was 
developed. The highly developed rural industries of the United States, 
Canada, Australia, New Zealand, and Argentina have little in com- 
mon with the peasant agriculture of Europe, and still less with that 
of Asia. In their use of mechanical power and scientific research, their 
reliance on credit mechanisms, and their specialized production for 
what is often a distant market, they are much more akin in economic 
structure to the manufacturing industries. The efficient, large-scale 
organization which reduces their production costs also gives them high 
yields and therefore living levels which are the highest in the world. 

To class the trade in canned and dried fruits from California, in 
lard from the Middle West, butter from JMew Zealand, or wool from 

fuhrpoHtik/' published in the Weltwirtschaftliches Archiv, Vol. XXXVI (July 1932) — 
classified the trading rpuntries of the world into agricultural and industrial countries 
and showed that well over half (58.8 per cent) of the world’s trade in 1913 was carried 
on between these groups, whereas trade Ijetw’een the agricultural countries accounted 
for only 10.7 per cent? and trade between the industrial tountrics for onlv 29.2 per cent 
of the total. 
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Australia, with that in tung oil from China, or olijes from Spain, is to 
ignore economic categories. This new kind of agritnltural production 
and trade oi^ht to be classed as an aspect of indusllrml specialization 
— in that segment of world trade which is most pribmising for future 
development, the exchange of specialized manufactures against other 
manufactures. A clear distinction should therefore be drawn on the 
one hand between the trade and investment that enabled the United 
States, the British Dominions and parts of Latin America, as well as 
Germany and Japan, to develop their productivity and contribute 
their share to world trade, and on the otlier hand the colonial type 
of trade and investment practiced wherever inefficient governments 
and undeveloped economic systems made it impossible for weaker 
peoples to protect themselves. Americans and Australians, for ex- 
ample, borrowed and traded on an equal bargaining basis with the 
European creditor countries. 

The development of the tropics and the scramble for new spheres 
of influence in Asia and Africa was a different story. The new im- 
perialism with which the nineteenth century ended was a struggle to 
develop the old European empires in south and southeast Asia, and to 
carve out new empires largely in Africa. Other aspects of this imperial- 
ism were the extension of European economic influence in the Mid- 
dle East, in China, and in the less developed Latin- American countries 
with rich mineral resources. In all these regions trade was of the colo- 
nial type. The most important exports were minerals, and in the 
twentieth century, the most important mineral was oil. Rubber was 
of increasing importance also, particularly in southeast Asia. 

Out of the intense struggle from about 1880 to 1914 to secure access 
to raw materials and markets there came the shipping and naval rival- 
ries and the diplomatic conflicts, which preceded the first World War. 
There is no denying the gravity of the issues raised by these aspects of 
world trade. As the factories of the industrial countries devoured 
greater quantities of raw materials, the widening search for new and 
cheaper sources of supply led not only to the political subjection (or 
what is substantially the s^me, the economic exploitation) of weaker 
peoples, but also to conflict among the great powers. For the political 
and military weakness of thiese colonial and semi-cplonial areas invited 
their subjugation, and this led to quarrels among the great powers in 
dividing up the spoils. 

In fact, the stronger countries and those which formed part of a 
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Strong empire produced more of the needed raw materials. The prob- 
lem ’of regulating access to raw materials is not primarily economic 
but political. It is a problem of strengthening the ability of the peoples 
whose resources coveted to develop these resources and sell them, 
or of devising international trusteeships capable of developing the 
resources to supply the world market without destroying the welfare 
of the peoples unable to use them. The late nineteenth-century scram- 
ble to grab and exploit natural resources brushed aside the weaker 
peoples and contributed to the tensions that later flared into war. 
It was not only politically dangerous, it was uneconomic. The largest 
stream of commodities that was fed into world trade came not from the 
regions of colonial exploitation, but from areas where settled govern- 
ment and efficient economic production made an abundant supply of 
foodstuffs and raw materials both cheap to the consumers and profit- 
able to the producers. 

This revolution in the world’s commerce which was caused in the 
latter half of the nineteenth century by improvements in transport 
and communication ranks in economic importance with the Industrial 
Revolution. Indeed, it was the outgrowth and fulfillment of the In- 
dustrial Revolution. The steam locomotive and the steamship began 
to work revolutionary changes in the nature and geographical distri- 
bution of world trade from the moment of their introduction in the 
early years of the nineteenth century. But their full effects were not 
felt until the latter part of the century. 

At this time also the improvements in communication, which were 
the result both of speedier and more regular transport and of improve- 
ments in telegraphs, telephones, and ocean cable services, widened 
the scope and area of markets. The first Atlantic submarine cable was 
opened for traffic in 1866. Networks of telegraph and telephone sys- 
tems began to spread in all the industrial countries and to send out 
their tentacles to distant areas. A cable was laid to Pernambuco, for 
example, in 1874 to link Brazilian coffee production with the world 
markets. The Suez Canal was opened for traffic in 1 869, the same year 
as that which linked the coasts of the Un^ed States by the first trans- 
continental railroad. There had already been an expansion and cheap- 
ening of postal seryices in most countries; but it was not till 1874 that 
the Universal Postal Union was founded and international corre- 
spondence became cheap and certain. 

As a result, in the fifty years preceding the first World War, the 
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everyday life of the ordinary man changed more tllm in many preced- 
ing centuries. Coal gas was barely established when it began t© be 
supplanted b^ electric light and power. The sprawiii^ towns became 
dependent on networks of transport, communicatiobf drainage, water 
supply, and power. Their inhabitants enjoyed notf only more abun- 
dant, varied, and regular supplies of goods and services to meet their 
primary needs — food, clothing, and shelter — but a growing variety of 
entertainment. Goods and services that had formerly been luxuries 
of the rich — white bread, meat, sugar, tropical cereals and fruits, tea, 
cocoa and coffee, leather shoes, new textile fabrics and patterns, as 
well as stoves, baths, and a variety of manufactures — became cheap, 
cQnventional necessities. The taxes on knowledge had been removed. 
Cheap newspapers and books were printed on paper produced from 
remote forests. Cable services made the news of the world available at 
every breakfast table. 

THE EVOLUTION OF WORLD IVfARKETS 

It is important to realize the interdependence of all the varied as- 
pects of the commercial revolution in the latter half of the nineteenth 
century. Here stress will be laid upon three of them — the revolution 
in the world’s food supplies, the widening search for minerals to feed 
into the insatiable furnaces of modern industry, and the increasing 
importance of manufactured goods and of the skills needed to pro- 
duce, repair, and service them. This increasing mechatiical develop- 
ment opened broad new avenues of employment. At the same time 
it accelerated the displacement and degradation of already existing 
skills. It gathered workers into factories and therefore into towns. It 
undercut the market for handmade products — the products of peas- 
ant agriculture, as well as hand-woven cloths and beaten metalwares. 
Local unemployment was created, and there was a degradation of craft 
skills. Selection of materials, planning and design, as well as the ma- 
chine processes themselves, called for new craftsmanship, but the first 
effect of industrialization was to destroy the economic basis of formerly 
prosperous handicrafts. ^ 

Railroads and steamships, carrying bulk cargoes of raw materials to 
steam*powered factories and delivering their pro(|,ucts to wholesale 
centers for world^wide distribution, also went far to destroy local 
marketing systems. The impersonal wholesale market came to be the 
regulating center and clearinghouse of economic activity. More and 
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more these wholeslle markets tended to become international. The 
pric?es, even of commodities produced and consumed locally, were 
geared to the incessant but narrow fluctuations of the world markets 
for goods entering into international trade. The very nature of these 
markets had changed. They could hardly bte^said any more to have a 
local habitation and a name. So pervasive was their influence that it 
ought almost to be described as an attitude of mind rather than an 
organized marketing system. 

No previous period had produced the abundance of food which 
made possible both a large population increase and rapidly rising 
levels of living. The increase in numbers was very great and very rapid. 
No longer confined to a few industrial countries in Avestern Europe, 
it set in motion new cycles of population increase wherever trading 
initiative penetrated. In the Western countries, where the increase of 
population was greatest during the nineteenth century, and at its 
peak in the latter half of that century, levels of living rose so fast that 
ultimately the peoples achieved conscious control of their oAvn tend- 
ency to increase. ElscAvhere the increase, though at first less rapid, was 
more ominous. BetAveen the censuses of 1872 and 1911 there Avas, for 
example, a 50 per cent increase in the population of India. Some of 
this apparent increase doubtless reflected improved census efficiency. 
But no one who has studied the question seems to deny the fact of a 
heavy increase, with little or no rise in living levels. 

In such countries as the United States and Canada, the British Do- 
minions and the more developed regions of Latin America, wiiere pro- 
ductivity kept ahead of increasing numbers, it was possible to liberate 
men from the soil. In medieval Europe (or in the Far East today) it 
had required four out of every five Avorkers to produce a scanty supply 
of food. An efficient neAv 001111117 such as Ncav Zealand could produce 
not only abundant supplies for itself, but a large export for industrial- 
ized and urbanized Europe, by the labor of one Avorker out of six. 
These Ncav World countries Avere able to free a large proportion of 
their oAvn people to produce manufactured goods and services, while, 
at the same time, they fed a large proportion of the western European 
peoples engaged in industry, commerce, entertainment, education, 
and the arts. ^ 

The commercial revolution which brought t|iis abundant and 
efficient producwon from rich areas of virgin soil also provided a 
variety of foods that made possible more adequate diets. The science 
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of nutrition is of very modern growth. The more varied diets made 
possible by the cheapening of staple foods gave nof only more calories, 
but more of the elements necessary to growth and l^ealth. How much 
of the obvious vigor and enterprise of the betterif^d peoples is the 
result simply of improved diet is not measurable. ’That workers dis- 
play increased vigor and enterprise when they have access to an ade- 
quate and varied diet has been abundantly proved by the exj>erience 
of many minority groups in the United States.® 

Moreover the new marketing methods provided a more regular 
and dependable, as well as a cheaper and more abundant, supply of the 
staple foods. Professor Lilian Knowles has listed the arrival of wheat 
cargoes in London in 1905.® In January cargoes arrived from the 
Pacific Coast of America, in February and March from Argentina, in 
April from Australia, in. May, June, and July from India. By July and 
August the winter wheat from the United States was coming in, and 
in September the spring wheat arrived, to be reinforced in October 
by Russian shipments. In November the Canadian wheat arrived. 
This spread of shipments over the year diminished the risk of seasonal 
shortages and made it possible to offset climatic failures in one region 
or hemisphere. It reduced the necessity for storing large stocks. In 
1905, Britain had less than two and a half weeks’ supply of wheat in 
the ports, plus three weeks’ supply in the hands of millers, and another 
week’s supply in the hands of bakers — little more than six weeks in 
all. But as long as trade was reasonably free, there was always wheat 
from some region of the world en route for England. 

There were significant and large shifts in the production and trade 
not only of the staple fooustuffs (wheat, meat, butter, cheese, sugar, 
corn), but of the tropical foods, fruits, and beverages (rice, sago, tapi- 
oca, vegetable oils, coffee, tea and cocoa), of the forest products in- 
cluding rubber, and of the fibers (wool, cotton, silk, flax, and the 
hemps). It was not until 1854 that the first tea auctions were held in 
India, and the great production on plantations in that country, in 
Ceylon, in the Netherlands East Indies, and in Japan came in the last 

^Cf. the bitter comparison of itritish and Dominion troops in the first World War 
in C. £. Montague, Disenchantment, London, 1922, where the men from the new coun- 
tries are described as ''startlingly taller, stronger, handsomer, pi-ouder, firmer in nerve, 
better schooled, more boldly interested in life, quicker to take means to an end, to parry 
and counter any new t>low of circumstance.” 

A Lilian A. Knowles, Industrial and Commercial Revolutions fh England during the 
Ninieenth Century, London, 1921. pp. 201-2. 
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half of the nineteetjth century. It was not till late in the nineteenth 
century that Brazil and the Central American republics, aided by their 
proximity to the expanding market of the United States, came to 
dominate the worl^ market for coffee. Cocoa, the bean of a Central 
American plant, was not extensively cultivatedf ill tropical Africa until 
in 1903 a railroad opened up the country, but the Gold Coast now 
produces about half the world crop. 

Instances of shifts in crops, of the development of new varieties of 
plants, and of new uses for them, could be multiplied almost indefi- 
nitely. The wine industry of France was saved from the Phylloxera 
in the late eighties by grafting the European vine upon stocks of the 
native American vines which are resistant to this root disease. The 
tobacco, corn, and many other industries in the United States have 
been immensely strengthened by the breeding of new plants, often 
from primitive stocks gathered by botanists from different habitats. 
The heavy-yielding and disease -resistant sugar cane of modern com- 
merce, the rubber plantations of southeast Asia, the cinchona of Java, 
the camphor of Formosa, are other examples of the scientific develop- 
ment of natural products. 

The multiplicity of such examples serves to remind us that one of 
the most important attributes of the expansion of food and raw ma- 
terial production induced by world trade was the way in which it 
developed new and more efficient areas and methods of production. 
There were heavy losses incurred in this experimental development, 
losses which at times increased the severity of recurrent crises. The 
Baring crisis of the nineties, for example, was largely the result of 
overinvestment in Argentina after the potentialities of frozen meat 
had been demonstrated. But there were great gains also. It would 
not now be possible for an impoverished Europe to appeal for food 
from the New World if the productivity of Argentina and of the 
British Dominions, as well as of the United States, had not been built 
up by nineteenth-century trade and investment. The poverty in Asia 
is worse than that in Europe and less likely to be relieved, but its huge 
populations could not have been fed ev^ in peacetime if increased 
productivity had not been available to support their growing numbers. 

The whole process by which western Europe became the controlling 
center of world trade was interconnected. The cro^vding of the peo- 
ple into industriill towns made them dependent upon imported foods 
and raw"" materials. These were produced largely in countries that 
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had formerly been vacant or little used. As these ajpas developed they 
absorbed capital goods as well as manufactured goods for immediate 
consumption. The new scientific processes of production, whether of 
food and raw materials, or of manufactures, competed strongly with 
the handicrafts and with peasant agriculture all over the world. At- 
tempts to protect these traditional methods of production seem bound 
in the end to fail, since the competition that threatens them arises 
from the economic forces that are responsible for industrial progress. 

As industrial progress accelerated in the last quarter of the nine- 
teenth century, it devoured increasing quantities of raw materials. 
Ivar Hdgbom has calculated for the period 1880-1913 the rates at 
which the basic minerals were produced. The regularity and rapidity 
of the increase are best revealed in his calculation of the jperiods during 
which production doubled. For petroleum the doubling period was 
8.6 years, for copper 13.1 years, for pig iron 15.6 years, for phosphates 
about 16.5 years, for coal and zinc 16.7 years, for lead 19.7 years, and 
for tin 20.1 years. The world production of aluminum can be calcu- 
lated only for 1921-29, but a doubling period of about five years was 
indicated. This geometric increase did not begin till the third quarter 
of the nineteenth century and was interrupted by the war of 1914-18. 
It was resumed at an even more rapid rate from 1922-29; but was 
checked again by the depression and subsequently by the war of 
1939-45. Such a geometric increase means that, in each period, the 
amount produced equals the whole earlier world production. Every 
8.6 years, as much petroleum was produced as in all preceding periods. 

Fortunately for mankind, the basic minerals and fossil fuels are 
abundant and widely distributed. The nineteenth century was the 
age of coal. Britain gained a great advantage from abundant coal as 
long as it was, on the whole, cheaper to bring raw materials to coal 
for their manufacture than to erect new power units close to the raw 
materials. The country’s dependence on coal was the subject of much 
discussion as industrialization got into its stride. The exhaustion of 
available coal did not materialize as quickly as was feared, but the 
pace at which production uicreased alarmed many students, as the 
even more rapid acceleration in the rate of petroleum output now 
alarms many in the United States. 

The tendency ^ exhaustion of the more readily available supplies 
of less common metals and fuels is easily demonstnable. The center 
of gravity of the world’s production moved away from Europe and 
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the United States as the older supplies were exhausted, and the costs 
of production rose accordingly. The order in which this migration 
of production occurred was the order of the value of the products per 
ton — gold, silver, lead, copper, zinc, petroleum, iron ore, and coal. 
The sole exception was copper, but this excepti!>n “only confirms 
the rule; in a few years the United States will undoubtedly fall 
back in comparison with Chile and Africa as a producer of cop- 
per, ^ 

In minerals as in foodstuffs and agricultural raw materials, there- 
fore, there was a phenomenal increase of production, a series of shifts 
in the geographical sources of supply, and a great change in the com- 
modity structure of trade. Not only the nutrition but the industrial 
employment of the Western peoples became more and more dependent 
upon the marketing systems which brought foodstuffs and raw ma- 
terials in ever-increasing volume from more remote areas. 

The return cargoes however must not be forgotten. The “cheap 
tin-trays” of Masefield’s well-known poem were as important for 
commerce as the pig lead and the Tyne coal. First Britain, fol- 
lowed by other industrial countries in western Europe, flooded the 
world market with cheap manufactured goods of all kinds. Peasants 
in China and India wore cotton cloth made in Lancashire. Mass- 
produced articles of common use — cooking and eating utensils, articles 
of dress and adornment — replaced hand-worked utensils.® At first the 
proportion of cheap and shoddy materials and workmanship was un- 
duly high, so that Brummagem came into general use as a term of 
contempt, replacing the earlier expression, trade goods. This term, 
which is a local dialect pronunciation of Birmingham, derives from 
the bad reputation gained by that town in the late seventeenth cen- 


7 Ivar Hogbdm, “Mineral Production/’ The Royal Swedish Institute for Engineering 
Research, Proceedings, Nr 117, Stockholm, 1932, p. 64; cf. also Hogbdm's appendix to 
League of Nations, Report of the Committee for the Study of the Problem of Raw Mate- 
rials, Geneva, 1937. Hdgl) 5 m’s prediction depends for its fulfillment upon a modifica* 
tion of United States’ excise duties giving access to the cheaper copper deposits in the 
Belgian Ck>ngo, Rhodesia, and Chile. 

8Cf. Lewis Muroford, Technics and Civilization, New York, 1934, p. 100: “Marble was 
imitated in plaster, gold in gilt, handwork in moulded ornament, glass was used in- 
stead of precious stones. The reproduction for mass consumption of substitutes, as in 
the jewellery of Birmingham, took the place of the slow original creation of genuine 
handicraft: the systematic cheapening through mass production* and inferior materials 
for the sake of achievgig an effect l^eyond one's means, occurred in ornament long be- 
fore it was applied to objects of use.” ^ 
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tury because of a local gatig of forgers who circulated groats made 
from base meuls instead of silver. 

But the machine industries gradually developed new standards of 
workmanship and utility, and even new forms of beauty and design. 
Almost illimitable horizons of increasing prosperity and rising levels 
of living for the masses of the people were opened by the expansion 
of trade in manufactured goods. Vastly greater numbers of people 
were not only better fed, better housed and better clothed, but had an 
increasing variety of manufactured commodities available to lighten 
their daily toil in the home as well as the field and the factory, to widen 
their range of movement, to lengthen the day with artificial light, 
and to occupy their hours of leisure and recreation. 

It has already been shown that this trade in manufactured goods 
was the segment of world trade that was growing most rapidly. With 
new forms of power — electricity, the gasoline engine, and, in the fu- 
ture, the power generated by nuclear fission — and with modern chem- 
istry constantly increasing its ability to break down the structure of 
matter and recombine its molecules, new frontiers of industrial prog- 
ress are now being opened. There seems no reason to doubt that, given 
freedom from war and war preparations, the trend toward interde- 
pendence and the exchange of specialized products will be resumed 
perhaps by different methods, but certainly in greater volume. 

THE MARKETING PROCESS 

The word market originally meant a place where traders met for 
the transaction of business, usually at a regular time. In the last half 
of the nineteenth century, as the movement of goods increased in 
volume and widely separated centers of production and consumption 
became involved, the marketing process was reduced to its essence, 
the making of a price by higgling between buyers and sellers. This 
essential function became spiecialized. Whole series of middlemen 
interposed themselves between the original producers and the ultimate 
consumers. They were able to do so because their expert dealings in 
place and time utility widened the range apd lowered the cost of mak- 
ing connections between producers and consumers. By buying when- 
ever and wherever^commodities were cheap and selling them later or 
elsewhere to meet the needs of consumers they eveped out and low- 
ered the prices ofcommodities on the average. As long as competition 
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was reasonably active they derived profit by providing specialized 
services which lowered costs. The values in which these specialists 
dealt were ii^tangible. They did not need actual goods for their opera- 
tions since they dealt in price differentials between regions and over 
periods of time. 

The marketing process reduced in this way to its primary essence 
nf dealings in price differentials became diffused throughout the 
whole producing world. There were meeting places — the cotton, grain, 
or metal exchanges and similar institutions. These, however, tended 
lo become clearinghouses for transactions and a means of settling ac- 
counts rather than actual trading centers. The market for the staple 
commodities was far wider than the dealings on these exchanges. It 
came indeed to comprehend practically the whole extent of produc- 
tion, exchange, and consumption. For example, the farmer on the 
plains of Minnesota would be influenced to enlarge or reduce his 
wheat acreage by the price of wheat in the chief wholesale consuming 
center, usually London. This price would be influenced not only by 
actual supplies coming in from competing sources and by the demand 
iYi the consuming areas, but by anticipated changes in both demand 
and supply. A threatened drought in India might cause a rise in the 
price for wheat futures, and this rise would in turn decide farmers in 
the United States, Canada, Australia, and Argentina to plant more 
wheat. 

There were real transfers of actual goods on a great and increasing 
scale. The city of London, the heart of this marketing system, illus- 
trated the whole process. Within the square mile of the city surround- 
ing the money market were centered the different sorts of banks and 
specialized financial institutions. And almost within a stone’s throw of 
this financial district were concentrated the shipping and insurance 
companies, the importing houses, the various commodity exchanges, 
and all the apparatus of international trade. A steady and expanding 
stream of goods of all kinds flowed through the docks and warehouses, 
but the traders dealt in titles to goods. Many of their purchases and 
sales were offset or canceled by the payment of price differentials. The 
specialized brokers, as a rule, never saw the goods in title to which they 
dealt. Their paper transactions might add up in the aggregate to 
vastly greater quantities of those goods than actually existed. Many' of 
the transactions of the commodity exchanges wer^ purely speculative 
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and not intended td be made good by actual deliveries — aiming only 
at making a profit by anticipating price changes — but behind them 
the tides of trade flowed strongly.® 

•Certain conditions were necessary before |uch markelts could de- 
velop. A large volume of real transactions was the foundation, and 
this was facilitated by free trade — within the great area of the United 
States, or at free ports such as London, Liverpool, and Amsterdam. 
Around the leading centers there developed specialized services of 
transport, credit facilities, and storage. Merchants devoted themselves 
to specialized functions and had access not only to cheap short-term 
credit, but to large demands for their services. In some of the most 
highly developed markets there was a differentiation not only by func- 
tion — primarily between brokers and jobbers — but by region and by 
type of commodity. 

Only those commodities which met certain tests were suitable for 
such highly developed markets. The Stock Exchange w^as their proto- 
type since it was concerned with perfectly homogeneous and inter- 
changeable titles, which were readily transportitble, durable, and 
identifiable. Such commodities as approximated to thCvSe qualities — 
the commodities which could be standardized and sold by description, 
whose quality could be tested by sampling and exchanged in bulk lots 
that were interchangeable and of which there was a large and relatively 
stable supply and a wide demand — such goods could be marketed by 
these methods. At first wheat and other grains, cotton, some of the 
fibers, and many of the minerals were dealt with, but later, in the last 
quarter of the nineteenth century, there was a surprisingly large ex- 
tension of this marketing process to include a wide range of products. 

It should be emphasized that the marketing process developed. It 
was not organized. Its essence was spontaneity. There was no central 

» The word speculation is derived from speculum — a watchtower. Constructive specula 
lion performs a useful function by shouldering the risks of price fluctuations and level 
ing them. Producers and industrial consumers can plan their operations in full assurance 
of a firm price. Thus a cotton spinner who buys future deliveries from a broker can 
quote a price for the yarn he will spin some months hence. The weaver can make a 
price for future deliveries of cloth based upon the quoted price of yarn. The speculator 
is a specialist who makes his profit from his ability to estimate the risks of price fluctua- 
tions. If he gambles recklessly he will not survive; the amateur gambles without informa- 
tion. In ^n active, competitive market the chances of monopolistic operations are kept 
to a minimum. Speculation becomes antisocial and increases price fluctuations when 
markets are thin so that monopolies can be rigged at the expense %f amateurs who are 
tempted to take risks tAey cannot properly estimate. 
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regulating authority. There were no rules, except# the law of contract 
as enforced by national courts and such technical procedures as the 
merchants tl^emselves derived for their convenience out of their prac- 
tical experience. In particular there was no legislation designed to 
achieve price stability and no governmental machinery set up to 
regulate the markets. The whole process was free and therefore un- 
stable. It relied upon competitive forces to maintain equilibrium 
within and between markets. The great commodity markets were 
merely the highest development and focusing points of a widely dif- 
fused marketing process which permeated the economic activity of 
the whole trading world. The full extent of this process cannot be 
explained until some account has been given of the capital and foreign 
exchange markets, but that part of it which concerns commodity prices 
in local and world markets is described in the following pages. 

Every improvement in transport and communication has extended 
the area and increased the number of commodities that are poten- 
tially marketable.''* Every cheapening of freight rates tends to alter 
trading relations and to influence the location of industry in new 
areas. Within a free-trade area economic forces are free to operate. In 
the last half of the nineteenth century the lowering of freight rates 
brought about by the use of steamships and steam locomotives, to- 
gether with the opening up of a great free-trade market in Britain, 
made possible a great expansion in the variety of goods traded. Across 
the North Atlantic the shipping lanes were broad and thick with ships. 
This was the Main Street of world commerce, and every shipping lane 
led into it. The bulk of the cargoes carried were the great staple 
commodities that are normally thought of as internationally traded 
goods. 

In addition to these bulk cargoes of staple goods in the latter part 
of the nineteenth century a great variety of products entered world 
trade. Bulbs, cut flowers, and early vegetables went from Holland to 
London; onions were hawked from house to house in England by their 
growers from Brittany; the street markets of Geneva were supplied 

10 The air age promises new developments. We have become used to airplanes carry- 
ing mail, passengers, and valuable express freight^ — gold, samples, small machine parts, 
and orchids — but the army transport services which carried bulky commodities and ma- 
chines all over the world have led to a ctop of new experinieilts. Spring flowers, straw- 
berries, early vegetaMes, and fresh lobsters are among the goods which have been car- 
ried Ijy air within the free-trade area of the United States. T^ere seems little doubt 
that similar expansion of air transport, as freight rates are lowered, will develt^ inter- 
nationally within the limits set by trade tiarriers. 



THElNETWORK OF WORLD TRA^E 305 

with vegetables ancj fruit from Italy, France, and even Spain. Much 
trade which originated in local collections of small quantities of odd 
commodities was ultimately gathered up into lots suitable for inter- 
national marketing. Yugoslav immigrants in New Zealand speared 
for fossil kauri gum which found its way to Germany; schooners col- 
lected copra and coir from scattered Pacific islands; insecticides sold 
to American farmers were extracted from pyrethrum flowers sent 
over in bales from japan, or from the roots of Indonesian jungle 
plants; rat poison necessary to control the wastage of stored grain 
was derived from red squills, the sea onion gathered on the north 
African coast; Mongolian wool found its way on camel-back to Tient- 
sin for shipment. The bristles rubbed off by wild boars in eastern 
European forests made the best shaving brushes; tung oil from south- 
ern China painted American houses; mother-of-pearl from north- 
western Australia was made into buttons for London costers. Many 
of these curious trades have disappeared or diminished since trade 
has been subjected to an increasing degree of regulation. They were 
highly specialized, often risky, and generally too small in value to 
enter into the barter agreements negotiated by civil servants. More- 
over they were essentially a part of multilateral, rather than bilateral, 
trade. 

Wherever transport charges were low for any reason, even bulky 
articles might be transported over great distances. The extensive 
British export trade in coal was built up largely by tramp steamers 
carrying it at low outward freights in place of ballast. In the same way 
sailing ships going out to Australia and New Zealand for cargoes of 
wheat or wool often carried Marseilles tiles. Before 1914, Belgium 
had a large export of steel rails, and Wales of slate. 

It has been usual for economists seeking to expound “the simple 
arithmetic of international economics, “ to classify goods into those 
which entered into international trade and those which did not. This 

Cf. Viscount Givynedd, Dame Margaret, George Allen & Unwin, Ltd., London, 1947. 
p. 55: '/From Portmadoc in those days (the late nineteenth century] fleets of sailing ships 
[chiefly schooners of from 100 to 200 tons] made regular voyages lo far-distant ports. As a 
boy 1 have counted as many as thirty of these little wiml)aniniers making their way in and 
out of the bay at one time. Outward bound they all carried slates, quarried from the 
near-by mountains, and world-famous for their lasting qualities. These they would take to 
such distant ports as Har^burg, Stettin. Bremen. There, having dischatged the cargo, they 
would take on coal for delivery in an Italian port. In Leghorn, say. th j new cargo would in- 
variably l)e salt, with avhich they would cross the Atlantic to Newfoundland. Arrived 
there, and having discharged the salt, they would fill up with dried cotifish and set a 
course for home/* 
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admittedly ‘^arbitrary simplification" for purposes of exposition dis- 
tinguished between three categories of goods and services. The first 
category consisted primarily of staple products which were homo- 
geneous in character and eminently suited for international trade. 
Wheat is the type of commodity which used to have a common world 
price. The second category consisted of commodities, mainly manu- 
factured goods embodying much labor such as locomotives, so special- 
ized in character that there could not be a common world price, since 
the goods could not be compared or interchanged. An increasing vol- 
ume of such goods entered world trade by contract and along definite 
channels, rather than through the competitive world markets. The 
third category consisted of goods and services, such as houses and fac- 
tories, railroad and public utility services, which were immovable and 
essentially local in character. 

These categories were distinguished in order to facilitate discussion 
of the manner in which the market prices of goods and services 
were maintained in a competitive equilibrium. In practice, however, 
it was always difficult to classify actual commodities into these theo- 
retical categories. Shifts in demand or supply, in import or export 
duties, or in transport costs were constantly bringing some marginal 
commodities within the range of profitable trade or shutting others 
out. What w^as true of transport was true also of technology in general. 
A new chemical process brought the Witwatersrand gold fields into 
profitable production. Another went far to destroy the market for 
Chilean nitrates. 

Unless the explanation of international prices is to run in static 
terms, it is clear that the categories of goods which enter or do not 
enter into international trade cannot be regarded as fixed. If relative 
prices warranted, even the local immovable goods and services classi- 
fied in the third category might become invisible exports or imports 
in the sense of being enjoyed by tourists. Moreover there were differ- 
ent market levels in relation to the consumer. Usually the discussion of 
international prices was confined to the prices of goods traded in 
wholesale markets. But tfee great bulk of the goods were ultimately 
retailed to consumers. The maintenance of equilibrium between 
wliolesale and retail prices was an important a^spect of the market 
process which v^^s ignored by the analysis in terms only of goods traded 
at wholesale. 

It is more realistic therefore, and just as enlightening, to approach 
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these questions of international prices by picturing world markets 
as shading into local markets and inextricably connected with them. 
All goods are potentially tradable. Every commodity and service has 
a potential import and export point. Even a Scottish castle or an Italian 
church can be transferred bodily to the United States if the owner is 
willing to sell and someone is willing to pay the price. Australians 
transported the Yorkshire cottage where Captain Cook was born, and 
set it up stone by stone in a Melbourne park. In the case of commodi- 
ties such as wheat, the import and export points were close together 
in the nineteenth century, so that the whole trading world became a 
single market. It required only a slight change of price in one area 
to cause such goods to move in trade. There were other commodities 
and services such as bricks or the printing of advertising material 
where for economic or other reasons the import and export points 
were farther apart. Some commodities, such for example as art treas- 
ures, could not be bought. Others would not repay the cost of trans- 
portation and sale. 

The merit of approaching international price questions in this 
way is the emphasis it gives to the fact that, as world markets devel- 
oped in the late nineteenth century, the whole range of price struc- 
tures, local, national and international, at wholesale and at retail, for 
movable and immovable objects and services, formed part of one 
marketing process. There was a tendency toward both vertical (na- 
tional) and horizontal (international) equilibrium of price levels. In 
other words, within each country the price structure, including retail 
prices and the prices of labor, of credit, and of natural resources, was 
kept in equilibrium by the same forces that maintained the general 
or average levels of prices, as well as the wholesale prices of traded 
goods, in equilibrium between the countries. If there was a sub- 
stantial movement in the prices of internationally traded articles, the 
level of wages (or the amount of employment), the price of land, and 
the rate of interest would be affected, and vice versa. 

These tendencies to equilibrium in the price levels may be illiw- 
trated by the way in which the prices not only of internationally traded 
goods, but of immovable goods and services also, adjusted themselves 
in Shanghai to fluctuations in the exchange rate. After 1 870 w hen the 
major trading countries began to demonetize silver, the price of silver 
dropped steadily yt'ar after year. China was on a silver bullion standard 
so that the prices of commodities as measured by silver rose as the price 
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of silver fell. The price of bar silver in London fell from 60.56 pence 
per ounce in 1870 to 25.31 pence in 1914. The index number of 
Chinese wholesale prices (1867-71 = 100) rose from 97.9 to 226.2 as 
compared with a decline from 100 to 87 in London in the same years. 
During the first World War the price of silver rose again practically 
to the levels of 1870, but war demands kept the prices of commodities 
from falling. When the price of silver began to fall again in 1920, 
commodity prices resumed their upward trend. By 1 93 1 the price of an 
ounce of silver had fallen to 14.46 pence and the price index number 
had risen to 339.8. The adjustment was not immediate. Nor was it 
evenly distributed over different commodities and services, or over 
different regions of China. But interior markets as well as the port 
cities felt the influence of the falling price of silver. In Shanghai the 
effect of the fall was immediately reflected in the exchange rate and 
was quickly felt also in the prices of commodities. It spread to the 
retail as well as the wholesale markets and therefore affected the cost 
of living and wage rates. Moreover it brought about a reappraisal of 
rents, leases, and land values.^® 

Before cable connections were established in the early seventies, 
the profits to be made from acting upon early knowledge of the most 
recent silver quotations in London had prompted commercial firms 
to construct specially designed vessels to connect with the mail steam- 
ers at Hong Kong or Singapore. Designed for speed and carrying no 
cargo, these vessels then brought the latest news some hours earlier 
than the liners, so that those who had access to the earlier news gained 
a market advantage. When cabled advices became available, the 
Shanghai market became even more sensitive. This was a case of the 

I’-i Report of the Hon, Mr, Justice Feetham, to the Shanghai Municipal Coun- 

cil, Shanghai, 1931. Vol. I, ,pp. 338-39. “It is, 1 think, a geiicraUy accepted fact that, 
throughout the world, more particularly in seaports and populous centres, land has 
what may l^e called an international value. If the sterling/tael exchange declined to 6 d., 
and owners of land and buildings did not adjust their ideas of prices at which they were 
willing to sell, it would mean that Banks, Insurance Companies or other concerns from 
overseas would come to Shanghai and buy important properties for an amount in gold 
ridiculously small, having regard to the cost of the buildings, and the value of the land 
upon which they stand for internitional use by reason of its location. Were it not for 
the fact that the cost of living, wages, rents, etc., do not immediately, although they do 
almost precisely ultimately, adjust themselves to fluctuations in exchange — as in the case 
of China to fluctuations in the price of silver as a commodity — , Values of property would 
react almost immediately to such fluctuations . . . We are witnessing in Shanghai now 
a gradual adaptation of prices, wages and rents to the lowered puryhasing value of silver.” 

For the statistical verification of this argument, cf. Re|>ort of the Committee for the 
Study of Silver Values and Commodity Prices, Sihfer and Prices in China, Shanghai, 1935. 
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prices of local immovable goods — the category described above as not 
entering into international trade — being adjusted to the international 
equilibrium. The prices included those of the factors of production — 
land, labor, and capital. Retail prices and the cost of IWing were af- 
fected as well as commodity prices at wholesaler 

The same kind of effect on local prices, however, was produced by 
other influences affecting the Chinese balance of payments. A fall in 
overseas prices for Chinese exports or a slackened demand for them, 
or a rise in the rates of interest in the main financial centers or in the 
prices of Chinese imports, would have an adverse effect on the ex- 
change rate and through it on local conditions. In normal times these 
changes were not sudden or great, so that it was hard to trace, their 
effects on land values or wages. But when the commodity, silver, de- 
preciated sharply in relation to gold, as it did from 1870 and again 
from 1980 on, the whole scale of local prices was adjusted very clearly 
to the new exchange rate. 

Every community in the world found its prices affected to the ex- 
tent that its economy was geared to world markets. No doubt areas 
could be cited where so little trade was done with the outside world 
that prices were determined almost entirely by local conditions. But 
this was not true of any of the great trading countries. It was certainly 
not true, for example, of the United States. The prices of wheat and 
later of lard at Chicago were directly connected with world markets 
and exercised a considerable influence on the purchasing power of 
the Midwestern farmer. 

In every community there were some prices that were conventional 
or sluggish — the price of newspapers, of public utility services such 
as streetcar fares, and the charges for gas, water, and electricity. Too 
much stress should not be laid upon the sluggishness of these conven- 
tional prices. A five-cent cigar could vary in quality. A two-cent news- 
paper could take up increased costs by changing its advertising rates. 
Though local conditions might be predominant in fixing many prices 
and some of these prices might appear to be independent of inter- 
national influences, closer investigation reveals that over a sufficiently 
long period the whole economic structure was sensitive to the pressures 
exerted upon the price level by international trading developments. 

The mere fact that news was readily transmitted all over the trading 
world was a powerful influence in keeping all the varTous sorts of prices 
in line, In the case of internationally traded goods, or of those which 
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were potentially tradable, the mere quotation of priles out of line with 
those in other countries, was enough to initiate speculative operations. 
If the price differentials (allowing for transport and other costs) re- 
mained, good^ would move to the most profitable markets. A fall in 
London wheat prices caused by a bumper crop in Argentina would 
depress prices and check exjx)rts from the United States. This would 
tend to pile up surpluses in the United States and to reduce the income 
of American farmers. These developments in turn would affect the 
real-estate and labor markets. As long as trade moved with relative 
freedom and markets remained price-sensitive, the prices of commodi- 
ties and services were part of an international marketing process. 

It followed that efforts to stabilize domestic prices were inherently 
impossible without restrictions on international trade. One of the 
most serious criticisms now made of the world trading system as it 
functioned in the latter nineteenth century is directed precisely at 
this fact. The criticism is usually directed at the international gold 
standard, which has been charged with transmitting the fluctuations 
of the business cycle from country to country. It can be more properly 
directed at the whole marketing process by which employment, wages, 
profits, land values, and the entire range of economic activity in every 
country were affected by fluctuations in world markets transmitted 
through the balance of payments. 

It is often said that the characteristic feature of this whole develop- 
ment was instability. This is true in the sense that a. widening range 
of prices was sensitized and made subject to incessant minor fluctua- 
tions. It is also true that local communities became part of this world 
marketing process, in its incessant minor changes, and in the larger 
rhythmical swings of the trade cycle as well. The statistical facts prove 
conclusively that prices and employment were more stable under 
this competitive system than they have been since national govern- 
ments began to make such strenuous efforts to stabilize .them. 

Before 1914 there was, for a great and growing number of products, 
one world market. The price of wheat in Winnipeg, Minneapolis, 
Chicago, Buenos Aires, London, or Hamburg, allowing for transport 
and tariff differentials, coultfcnot diverge by more than a very small 
fraction. Since 1931, when production and trade have been regulated 
in order to stabilize national markets, prices have diverged very widely. 
In 1937 the price ofi^wheat in France was three times the price of 'wheat 
in London, and the price of sugar in Hamburg was six times that of 
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sugar in Amsterdam. The breaking up of the world market has been 
accompanied by a wide spread between prices in the separate national 
markets. Besides greater price fluctuations, an inevitable result has 
been an uneconomic use of the factors of projduction leaving shortages 
in some areas and overproduction in other areas. The nineteenth- 
century marketing process spread the risks of crop failures or business 
setbacks in different areas. As long as trade was active and speculation 
evened out prices between the main trading centers, the effects of a 
crop failure in any one area were diffused over the whole trading 
world. 

It is natural to find, therefore, that the price variations registered in 
the competitive world markets of the latter nineteenth century were 
smaller, both in space and in time, though more frequent than those 
to which we have since become accustomed. This may be demon- 
strated very simply by comparing the fluctuations in prices as disclosed 
by the price of such a commodity as wheat in the United States before 
and after 1914. 


THE PRICE OF PROGRESS 

The nineteenth century had a robust belief in progress and in 
competition as its mainspring. There was much in the contemporary 
scene to justify that belief. The gains of economic development and 
expanding trade were real and substantial, especially to the western 
European communities which pioneered them. They were still more 
substantial to the people of the United States and to the emigrants 
from western Europe who peopled newly opened colonies of settle- 
ment. The extraordinary optimism so evident in the United States, 
where the frontier of opportunity was a living reality, sprang from a 
belief that enterprise was rewarded with wealth. In no other coujitry 
was this belief so widely shared by all classes of the population and 
to all appearances so well justified. Not only were there dazzling ex- 
amples of men who from modest beginnings had mad^ great fortunes, 
there were hundreds of thousands who had escaped from the narrow 
bounds of a socially stratified society to firjd independence and modest 
fortune in a new land of free competition. There were millions more 
who hoped that the fortunes of their children would be greatly bet- 
tered. It is this tradition of opportunity open toi^nterprise which 
gives strength and depth to the still dominant American belief in 
competition. 
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The constructive achievements of the nineteenth century worked 
out in a system of relatively free enterprise ought not to be minimized. 
The development of these new communities of high productivity and 
high living standards in the United States, the British Dominions, 
and temperate Latin America has no parallel, at least on this scale, in 
history. Moreover the growth of industry in western Europe went far 
to break the bonds imposed by an aristocratic society, and to liberate 
the masses of the working population from political, economic, and 
social servitude. Stress has been laid earlier in this chapter upon the 
impressive rise in the living levels of populations that multiplied 
rapidly. TJie Malthusian bogey seemed to have been an illusion: no 
longer was there a pressing sense of urgency in regard to food. Num- 
bers were increasing more rapidly than ever before in history, but 
these greater numbers were better fed, better clothed and better 
housed. T he abundant supplies of food and raw materials that poured 
in by way of trade liberated a great and growing proportion of the 
population from the primary task of securing the elementary necessi- 
ties of life. There was more leisure. More people were free to devote 
their energies to amusement, recreation, philanthropy, education, 
science and the arts. 

The emancipation of women from economic and social, even more 
than political, subordination strengthened the tendency toward hu- 
manitarian attitudes. The demand for education and self-expression 
spread downward through the economic levels of society. Educational 
opportunities and political democracy became possible not merely 
for privileged groups but for the whole population. Life gradually 
became less primitive and brutal. In the more advanced countries* 
the grosser forms of amusement and sport did not survive the humani- 
tarian influences that were a natural consequence of release from 
primitive economic pressures any more than did the exploitation of 
child labor or the slave trade. It should never be forgotten that social 
reform depends largely upon economic efficiency. 

Yet a price was paid for this progress, and in some respects the prog- 
ress itself was an illusion. The immense increase in productivity was 
the result of a combination of improved productive efficiency and of 
the prodigal exploitation of newly tapped natural resources. Progress 
was real in so far^s the increased productivity was the result of greater 
knowledge, enhanced vigor, and improved skills. It was illusory in 
so far as it represented the squandering of irreplaceable natural wealth. 



TH^ NETWORK OF WORLD TRA^DE SIS 

In some areas, such as the heavily populated parts of Asia, the benefits 
of increased productivity went, not into an improvement of human 
quality and vigor, but almost wholly into greater numbers of an al- 
ready impoverished population. 9 

The marketing process places a premium ?ipon present or short-run 
values and takes little thought for the future. It is always dangerous 
to entrust the final decision in matters of social policy to those who 
stand to gain from an immediate course of action. It is not clear that 
political leaders are endowed with greater vision than are those re- 
sponsible for economic enterprise; but uncontrolled competition has 
often sacrificed the future to the present. It was for this reason that 
John Muir described laissez faire as a gobble-gobble economy. If it 
had not been for John Muir and the conservationists who followed 
in his train, the people of the United States would have lost much more 
of their national heritage than they have. The national and inter- 
national economic policies of the future need not sacrifice the real 
values of initiative and enterprise, but they may avoid some of the 
worst mistakes of the past, if scientific knowledge and vision are used 
to construct a framework of regulation and conservation within which 
enterprise may be utilized. 

The instances of short-sighted wastage of natural resources in the 
nineteenth century are numerous. At the l^eginning of the century 
before the settlement of New Zealand, there were vast seal rookeries 
on the coast and coastal islands. These have long since vanished almost 
completely. The New England sealers, even more than those from 
Britain, were responsible for their destruction. They clubbed breed- 
ing females, as well as males, in their search for profitable cargoes to 
trade in China for porcelain and tea. The sandalwood of Hawaii was 
just as wastefully exhausted. In our own time, it has been necessary 
to negotiate conservation agreements to prevent the extinction of 
whales, seals, halibut and sockeye salmon in the north Pacific. 

From many points of view the most wanton destruction in the 
countries of European settlement was that of the forests. Deforesta- 
tion is an old story in many lands. In the new countries of European 
settlement it was a sudden and often a clevastating process. In the 
United States, Canada, Australia, and New Zealand much forest was 
destroyed by cutting and by fire to make arable or pasture land. As 
a case in point, l^ew Zealand has no longer any appreciable amount 
of kauri for cabinet-making, or of kahikatea, the odorless wood used 
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for butter-boxes, and has much Jess lumber than is needed for cpn- 
struction purposes. Every one of the new countries had a similar ex- 
perience — a brief period when the spil, enriched with the ashes of the 
forests, yielded remarkably, and then a progressive exhaustion of nat- 
ural fertility. The development was not one-sided. The forests were 
not then valuable. The land has been turned into a valuable resource 
and the balance sheet of land settlement would probably show a large 
profit, even though some resources were sacrificed needlessly. 

Where not only the good land but hilly watersheds were deforested, 
additional damage ensued in the form of erosion and floods. There 
are many historical examples — the river valleys of Mesopotamia, 
Cyprus, Palestine, Spain — where the loss of forests and other natural 
cover has brought this double disaster. Another notable case is that 
of northwest China. Here, not only has the topsoil long since been 
washed away from a great region, rendering it practically a desert, 
but the no-longerrfertile eroded material continues to be carried down 
on the periodic floods that have given the Yellow River both its name 
and its nickname, ‘‘China’s sorrow.” 

Many biologists have claimed that the hastening of soil erosion was 
one of the worst results of the nineteenth-century marketing process. 
It is argued that widespread erosion has been caused by using agri- 
cultural methods suitable to the climate and soil conditions of north- 
western Europe in areas where entirely different conditions prevail. 
It has been estimated that already “nearly a million square miles of 
new desert have been formed, a far larger area is approaching desert 
conditions and throughout the New World erosion is taking its re- 
lentless toll of soil fertility with ever-increasing speed.” Against 
this damage must be set the increased fertility of large areas of man- 
made soil. In the new countries of European settlement there is a 
growing awareness of the problems involved, and some progress has 
been made in arresting the further deterioration of soils. The diffi- 
culties of a thorough conservation program, however, have hardly 
yet been faced. They involve the reversal of some of the most funda- 
mental principles upon which agricultural production and trade have 
been organized. ^ 

It would be unduly alarmist to treat soil erosion as if it threatened 
immediate disaster to the more advanced industrial and agricultural 

13 Ci. G. V. Jades and R. O. Whyte, The Rape of the Earth: A World Survey of Soil 
Erosion, London/' 1939. 
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countries. Scientific knowledge has advanced to the point where some 
enthusiasts at the opposite extreme have maintained that there is no 
longer any need for soil. If both of these extreme fantasies are dis- 
carded, there remains a substantial probtem which is troublesome 
to the New World countries. Their scientists have at least presented 
the elements of a solution but political conflicts hamper the necessary 
steps to fulfill its realization, as the slow progress toward a Missouri 
Valley Authority demonstrates. In Asia and Africa, where an increas- 
ing population has failed to share in the advancement of scientific 
knowledge, the prospect of a solution is infinitely more remote. In- 
deed there the depletion of natural resources is rendered much more 
serious by the fact that new cycles of population increase have been 
initiated among their peoples. 

The greater part of the increased productivity that accompanied 
the nineteenth-century expansion of world trade went to raise the 
living levels of the rapidly increasing populations of western Europe 
and its offshoots overseas. It is true that some relief was given to the 
pressure of numbers upon limited resources in the areas from which 
the industrial countries drew their supplies of raw materials and food- 
stuffs. It was not possible to turn the Gold Coast into the greatest pro- 
ducer of cocoa, to develop copper in the Congo, gold in South Africa, 
rubber and tin and petroleum in the Dutch East Indies, tea, indigo, 
jute, and other export commodities in India, without providing em- 
ployment for a growing number of the inhabitants of those areas. 
Imperialism had many faults but in most colonial areas the mere fact 
of settled and honest government and of orderly legal procedures gave 
greater security to life and property. 

In many colonies also, much constructive work of great value was 
carried through to successful operation. Indian railroads, irrigation 
schemes, and improved methods of cultivation removed tlie specter of 
famine for more than a century, until in the trading disorganization 
and accelerated population increase of recent years the specter has 
been revived. In the Netherlands East Indies, and indeed in most colo- 
nial areas, Western technicians were responsible for a vast increase 
in economic production. Colonies and colonial p)owers varied in the 
efficiency of theit'administration. But it would be foolish to pretend 
that the impact of Western influence was unconstru^tive in the sphere 
of economic development. Even in such a case as that of China where 
direct foreign influence was confined within the limited zones of the 
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treaty ports. Western enterprise did much to initiate new and more 
efficient methods both of political organization and of economic *pro> 
duction. 

In Asia anA Africa as in the European countries, measures of public 
health as well as more abundant production have begun to cause death 
rates to fall. No one can measure exactly how far the new cycles of 
population increase have gone in most of these countries. Where there 
have been reasonably efficient censuses, as in India and the Dutch East 
Indies, there is evidence that the rate of increase, though usually at a 
slower rate than in nineteenth-century Europe, has been substantial 
and cumulative.’* The rate of increase in these countries is now ac- 
celerating, while in the Western industrial countries the rate of in- 
crease is declining. Moreover in the huge populations of Asia even a 
small rate of growth yields a tremendous increase in absolute numbers. 
Neither the rate of increase nor the present numbers are known in 
China. But a rate of increase no greater than that which prevailed for 
decades in many European countries could add forty or fifty millions 
a decade to the Chinese population. 

The most important charge that can be made against the nine- 
teenth-century trading system is that it did not operate in the colonial 
areas, as it did in Europe and in the countries of European settlement 
overseas, to transmit industrial skills to the colonial populations in- 
volved. It destroyed the market for traditional handicraft skills, upset 
the age-old balance of occupations, and destroyed the economic bases 
of the ancient society. Public works and transport systems, large-scale 
private enterprise, scientifically controlled plantations, as well as the 
less obvious but greater innovations of law and public audit certainly 
increased productivity. Earning power and consumption per capita 
were greater at the end than at the beginning of the nineteenth century 
in most colonial countries. But the organizing and governing skills 
remained in the hands of the Western peoples. The colonial peoples, 
with few exceptions, had not been encouraged to become competent. 

It is significant that where effective adaptation was made by these 

1* For the most recent analysis *of population pressures in the Pacific, cf. Warrai 
Thompson, Population and Peace in the Pacific, New York, 1946. It is difficult and not 
very enlightening to compare the statistics lor continents; but ^t is significant that the 
rate o{ increase shown for Asia between 1900 and 1999, though still Jess than that for 
Europe, is much Closar than the rate from 1800 to 1900. If a comparison were made 
between industrialized western Europe and Asia, the rate of inarease would now be 
greater in the latter. 
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peoples to the new mechanical methods of production, the initiative 
came* usually from groups among them which had not suffered the 
first impact of Western civilization. In New Zealand the most powerful 
Maori tribes had held the best land — the land th^ settled wanted. It 
was the less powerful tribes in the more remote, mountainous country 
who drew the correct deduction from the fate of their more prosperous 
neighbors. They resolved not to sell their land and at the same time to 
send their young people to school to learn the secrets of the white 
man's way of life. In Burma the rich land of the Delta region has 
largely passed from native ownership, but the hill peoples to the north, 
where economic development was slower, have kept their land. Japan’s 
quick release from Western tutelage may be ascribed also to the fact 
that; by the time her ports were opened to trade, the dangers of tute- 
lage were sufficiently evident elsewhere in Asia to stir her leaders 
to successful efforts of modernization. 

Wherever the local peoples have made a successful adaptation to 
the modern world, it has been primarily by their own effort. This was 
easy for the new countries of European settlement overseas. Their 
peoples brought with them not only the scientific knowledge which 
is the essential basis of modern economic organization, but confidence 
in their ability to develop industrial and commercial skills and to 
adapt them continuously to new scientific discoveries. They had a 
fundamental understanding of what was happening as trade expanded 
and were able to profit from the expansion. 

The case was quite different with those peoples whose ancient cul- 
ture lacked modern scientific knowledge and was in any case confined 
to a small ruling class. Indeed the more developed the cultural back- 
ground, the more difficult it proved to adapt it to modern needs. It 
was not too difficult to create a new industrial and social organization 
to recruit workers for the copper mines in the Congo. In India, on 
the contrary, where an elaborate and detailed social order had hard- 
ened into caste distinctions, the old rulers were displaced by those 
who, not understanding the subtleties of the traditional system, fur- 
ther crystallized the already great rigidity* of political rule and land 
ownership. The enterprise which penetrated India was commercial. 
Traders bent on qhick profits did not display any great anxiety for 
the welfare or education of the local {leople. They»made compacts 
with the local rulers, or displaced them. But they took \he minimum 
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of responsibility for government or social welfare until the growing 
abuses, which culminated iii the Mutiny of 1857, forced the British 
governmei^t to shoulder the burden. 

Such mc^ern production as was developed in colonial areas was 
primarily for the world rather than the local market. The growth of 
the seaports is evidence of this, as is the absence of interior communi- 
cation networks. Transport in all colonial areas leads to the sea. More- 
over, the higher executive posts in industry and government, as well 
as the technical posts, and the related services — shipping, insurance, 
banking, commerce — have until very recently been virtually mo- 
nopolized by Europeans. In all colonial areas, the contribution of the 
local peoples to industrial development has mainly taken the form 
of labor. There are exceptions: local moneylenders have thrived upon 
peasant poverty and there have been notable cases of local business 
enterprise. By and Urge, such share of the increased productivity as 
accrued to the local populations has come mainly to wage laborers. 
The result naturally has been an increase in numbers rather than a rise 
in living levels. 

The nineteenth<entury trading system, organized by European 
commercial enterprise primarily to meet the industrial needs of the 
Western world, is probably at an end, but its consequences remain. In 
Asia not only are there vastly increased numbers threatened now with 
economic disaster, but a whole new series of conflicts is brewing be- 
tween the Asiatic peoples themselves, Indian moneylenders in Burma 
and Chinese traders in Siam, Indo-China, Indonesia and the Philip* 
pines, are the object of resentment almost as marked as that directed 
against Europeans. The solution of colonial problems is difficult 
enough, but beyond them lie new quarrels and conflicts. These are 
certain to be exacerbated if the withdrawal or weakening of imperial 
governments and technical services results, as it is only too likely to 
do, in further impoverishment of the Asiatic peoples. These peoples 
are already too numerous for the limited resources and economic or- 
ganization available to support their present living levels, still less 
to meet the rising stand^ds they are coming to demand. 

On a gigantic scale therefore — ^a scale indeed too great to be readily 
grasped — the breakdown of world trade demortstrates the argument 
already maden:oncerning the negative character of laissez-faire eco- 
nomic policies. It was inevitable, in Asia and Africa as in early nine 
teenth-century England, that outworn modes of production and anti* 
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quated forms of government should be destroyed by the progress of 
the industrial and commercial revolutions. But failure to initiate the 
colonial peoples into the skills required in the modern world, and to 
provide new institutions of social protection has brouglit and will 
continue to bring a vast reckoning, not merely^ for groups or classes 
but for whole great communities. 



CHAPTER XI 


INVESTMENT AND 
ENTERPRISE 


INTERNATIONAL CAPITAL MOVEMENTS 

The new machine methods of production which characterized the 
Industrial Revolution were far more efficient than the old handicraft 
methods. Those who could command the means of securing already 
accumulated goods to be used in the process of further production 
became the most powerful agents of economic development. Credit 
facilities were developed, pledging present assets or future prospects, 
in order that this new class of enterprising manufacturers might secure 
capital resources to exploit the new mechanical inventions. 

The increased power of those who could command the use of 
capital is the outstanding characteristic of the nineteenth-century 
economic system. This is quite properly described as capitalism, if 
attention is centered upon the location of power to make decisions in 
regard to the use of economic resources. In the eyes of the classical 
economists, this development was a benevolent and constructive shift 
in power from the hands of a conservative, landowning aristocracy to 
those of new and enterprising merchant-manufacturers among whom 
competition operated to maximize productive efficiency and to keep 
profits at a minimum. In Ae eyes of Karl Marx, it represented a con- 
solidation of the property-owning groups who, hy their increasing 
control over the means of production, were able to keep wages at a 
subsistence le^'el and to appropriate the surplus value in amounts that 
they were unable to use effectively. 

3*0 
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Capital is an elusive concept. The economist uses it in a broader 
and looser sense than the accountant who is concerned with private 
property rights as defined and regulated by law. What the economist 
must be concerned with is the allocation ofc resources feetween pro- 
duction for current and future consumption. No attempt is made 
here to enter into past controversies of definition or into those of capi- 
tal theory. Since these controversies are rooted in the assumptions 
and definitions from which analysis starts, any such attempt would in- 
volve both an extensive survey of the technical literature and an ex- 
cursion into political and social philosophy. A modern approach to 
the question defines capital as “all those goods, existing at a particular 
time, which can be used in any way so as to satisfy wants during the 
subsequent period.” ^ This definition is adequate for an economic 
analysis of the questions that arise in connection with the allocation 
of resources between production for current and for future consump- 
tion. 

Before considering the questions that arise from the development 
of an active international capital market, it is advisable to summarize 
the irregular trends of international investment, particularly in the 
latter part of the nineteenth century. It was the scale of these trans- 
actions rather than their novelty, which made them significant. The 
rapid growth of international investment in the second half of the 
century was the flowering of the industrial revolution, the transference 
to an expanding world market of investment processes that had for- 
merly been confined largely within national boundaries. 

During the first half of the nineteenth century the export of capital 
had been primarily an outflow from Britain. There had been a grow- 
ing accumulation of wealth in Britain, and this accumulation was 
greatly increased by the leadership of Britain in the new meclianical 
methods df production and in the use of steam power. Almost undis- 
puted access to overseas markets further added to the accumulation of 
wealth in that country. Factory production expanded rapidly and a 
network of railroads was constructed which greatly facilitated the 
export trade. In the fifties and sixties, follo^ving the British adoption 
of free trade which enabled other countries to pay for a still greater 
volume of British exports, there was a spectacular increase in British 
production, trade, and capital accumulation. This led*to the remark- 

^ Cf. j. R. Hicks and A. G. Hart, The Social framework of the American Economy, 
New York, ig45, p. 99. 
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able increase of foreign investment which is the subject of this chapter. 
It should not be forgotten that the political stability and the security 
of property rights in Britain stood in striking contrast with the un- 
settled state of Europe after the Napoleonic Wars. As always in such 
circumstances there was some migration of liquid capital to London. 
But what was more important was that cosmopolitan financiers found 
l^ondon the most secure base for their operations. The London capital 
market became international not only in the scope of its transactions, 
but also in the enterprise and initiative which directed them, and to 
an increasing extent in its ability to draw upon unused capital ac- 
cumulations in many other lands. 

In considering these trends of international investment it must be 
emphasized that statistical data are scanty and estimates are extremely 
hazardous. This is particularly true for the latter nineteenth century, 
when trade and investment were a part of the competitive marketing 
process which was then conducted with a minimum of regulation or 
even registration. Information as to individual transactions may be 
compiled from scattered sources so that a sufficiently accurate picture 
may be obtained of general trends and typical proc:esses of investment. 
Estimates have been made of the amount of foreign investments for 
different dates, and these are sometimes divided regionally or by types 
of industry. Any attempt to calculate the flow of investment from 
year to year must rely on indirect estimates derived from doubtful 
statistics of imports and exports, and still more doubtful guesses as to 
the magnitude of invisible items in the balance of payments of the 
lending country. It is unwise, therefore, to rely on these estimates as 
revealing anything more than the broad trends of movement.^ 
Britain became a capital-exporting country after the Napoleonic 
VV^ars. From 1815 onward foreign lending, in the form both of public 
loans and of direct private investment, had been steadily growing. 
Public loans for European reconstruction and private investment in 
mining and land development enterprises, mainly in the United States 
and Latin .America, attracted substantial sums made available by the 

2 The results of such calculatiAis by L. H. Jenks, The Migration of British Capital to 
r8y^ (p. 414) and C. K. Hobson. The Export of Capital (p. 197) as to the net movement 
of British capital and interest payments for the decade 1871-8^. the only years in which 
the calculations overlap, show differences in magnitude but the same general trend. 
Holison's was a pioneer study published in 1914, so that it is probable that the calcula* 
tions published *by Jenks in 1927. with the advantage of Ireing nhle to use later data In 
supplement of Hobson's, are more nearly accurate. Both, however, reveal the invest- 
ment lHX)m of the early seventies and its reversal in the crisis of 1874-75. 
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increasing profits of British industry. In the 1830’s this first phase of 
British foreign investment culminated in a great expansion of loans 
to American cities and states. The economic depression of 1837-39 
made it difficult to keep up interest payments, and despite strenuous 
efforts made by the lenders to persuade Congrelis to assume the burden 
of these city and state debts, they fell into default. Most of them were 
repudiated in the early forties. The credit of the United States was 
for a time seriously impaired and the outflow of loans from Britain 
was temporarily checked. In the forties, railroad construction within 
Britain itself absorbed practically all available capital. In this decade 
there was a succession of serious financial crises as a consequence of 
overexpansion of the credit system. 

It was not till the fifties that railroad building on the continent of 
Europe and gold discoveries in many lands produced a renewed out- 
flow of capital. British contractors like Thomas Brassey and Morton 
Peto, using permanent staffs of engineers and foremen and often large 
permanent corps of experienced workmen, spread a network of rail- 
roads from Belgium across Europe. By the late fifties and the sixties 
British capital was moving in increasing volume to transportation and 
industrial enterprises in the United States, Canada, India, Australia, 
and Argentina. There was a great stimulus to both trade and invest- 
ment when in 1 869 the sea route to the East was shortened by the open- 
ing of the Suez Canal. After 1869, also, the completion of transconti- 
nental railroads in the United States and Canada stimulated invest- 
ment. 

By the fifties the thrifty French had recovered from the effects of 
revolution and war sufficiently to become active participants in the 
international capital market. The steady flow of small savings to Paris 
kept interest rates in that iiiarket low, but French industrial develop- 
ment was slow and limited. There was a large fund of credit available 
in Paris particularly for the fixed-interest loans to governments which 
guaranteed the stable income demanded by Frenchmen who looked 
forward to retirement as rentiers} It was to reconcile this demand for 
fixed income with the profitable openings for industrial investment 

»Cf. Herbert Feis, Europe: The World*s Banker, Yale University Press, New Haven, 
Conn., 1930, p. 37: “Out of the small black purse of the French bourgeois, the Russian 
monarchy could draw the sUl)stance for its monumental plans, the Austro-Hungarian 
Empire equip itself with railroads, banks and factories, the Turkish Sultan spend 
without accounts, Italy endure the anxieties of the first years of unificatr^. the small 
Balkan states establish their national existence." 
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abroad that the Credit Mobilier had been founded in 1852, It pio- 
neered the practice of investment banking until its collapse ip the 
crisis of 1867. The preference of most French investors for a fixed re- 
turn on theijr investments had the result that Paris became a rival to 
London in the flotation of government loans rather than in the pio- 
neering of industrial development. Nevertheless French enterprise 
was responsible for the greatest single undertaking of this period — 
the Suez Canal, which was opened in 1 869. 

It should be noted that changes in the British laws governing in- 
corporation, and particularly those which made possible the generaliz- 
ing of limited liability of stockholders, had been made largely as a 
result of the inconveniences encountered in raising capital for rail- 
road construction in the forties and fifties. By the time that the Com- 
panies Act of 1 862 codified these changes, the British railroad system 
had been created. The time was propitious for an enlargement of 
the capita] market. The Stock Exchange by this time was functioning 
as an important cog in the money market and the joint-stock banks 
were well begun on the amalgamations that were to center the whole 
credit system in London. Engineering and metallurgical advances had 
reached the point where Britain was able to supply railroad equip- 
ment, materials for port construction and for public utilities such as 
gasworks, the bulk of the world’s new ships year by year, and in addi- 
tion a wide variety of industrial machines. Rising price levels after 
1851 and the slight exchange advantage resulting from the cheapen- 
ing of gold relative to silver after the California gold rush in 1849 
were helpful. But the great change in the fifties and sixties was that 
Britain’s free trade policy put her foreign customers in the posses- 
sion of sterling receipts which they used to buy in her markets the 
capital equipment they needed. The export trade thus stimulated 
increased the formation of a capital surplus available for investment. 
In the 1 860 ’s what had been a slowly growing capital export mainly to 
European countries suddenly increased and widened its range. 

The early seventies saw the culmination of this expansive era in a 
great outpouring of investment. It was an inflationary boom fed by the 
demands for reconstruction and the plethora of purchasing power 
after the Civil War in the United States and Bismarck’s wars in 
Europe. The public issues on the London market in the five years 
1870-74 ra?r"at twice the average levels of 1860-P4. Most of the in- 
crease was in loans to the United States government and in shares of 



INVESTMENT AND ENTERPRISE 525 

railroad corporations in the United States. A short crisis in 1874 pre- 
cipitated a long period of falling prices and recurrent depression which 
lasted from 1874 to 1896. 

It is the judgment of Professor Leland }i. Jenks thlt the era in 
which Britain was able, from the expanding productivity of her manu- 
facturing industries, both to pay for continuously increasing imports 
of food and raw materials and to invest new capiul abroad, as well as 
to reinvest the returns from former capital, came to an end about 1 875. 
For a generation thereafter there was little new investment. However, 
the total of British foreign investments continued to increase till 
1914. Jenks estimated their value in 1875 as £1,200 million. Sir George 
Paish estimated them as being worth more than three times this value 
(about £3.763 million) in 1913. in addition to about £300 million 
of industrial capital directly invested. In the two decades preceding the 
first World War, British investments in Europe declined substantially; 
but there was a large increase in British investments outside Europe.^ 
A substantial part of the investment, which in the decade preceding 
1914 made Britain by far the world’s largest creditor country, was the 
result of new ventures. 

The major legacy of the third quarter of the century was the elabo- 
ration of the mechanisms for international lending in the London 
capital market. Other financial centers, notably those of western 
Europe, were also stimulated to activity so that the market became 
international. London, however, remained the largest and the domi- 
nant market, particularly in respect to industrial investment, and 
above all in respect to the investment which pioneered transport sys- 
tems and industrial development in new countries and thereby con- 
tributed most to the expansion of international trade. Estimates of 
foreign capital invested in 1913 show that of the British total of 
£3,763 million, over 46 per cent was within the Empire, 20 per cent in 
the United States, and 20 per cent in Latin America. 

The total of French foreign investments in 1941 was estimated at 
£1,800 million. Of this total 25 per cent was invested in Russia and 
36 per cent in the rest of Europe. The French colonies accounted for 
approximately 9 per cent, Latin America for 13 per cent, and the 
United States, Can'^ida and Australia together for little more than 4 

4 Cf. Herbert Feis, op. cit., pp. 19-20. Fragmentary estimates fcpm different sources 
cited by Feis (pp. 14 '^nd 16) indicate tiiat British foreign investmei>w mw faster than 
British domestic investment in this period, and that the percentage of national income 
derived from foreign ownership grew at a still faster rate. 
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per cent. The German foreign investment in 1914 was smaller — a 
total of £1,175 million, of which 55 per cent was in Europe (14. per 
cent in Austria-Hungary), 16 per cent in Latin America, and approxi- 
mately the same percentage in the United States and Canada, 

Germany was a latecomer in the field of international investment. 
Its internal economic development was rapid and absorbed a large 
proportion of its available capital. It did not have either the accumu- 
lated profits of past production and trade or the great volume of cur- 
rent trade which gave London such advantages as a capital market, 
^or did it have a peasantry whose saving habits assured a steady flow 
of new capital, such as made Paris a center of international lending. 
German productivity, however, increased rapidly after 1870, and the 
German banking system was designed to stimulate and promote in- 
^dustrial investment which could later be capitalized and sold to the 
investing public when its commercial success was assured. There was 
a co-ordination between German trading and banking enterprise and 
between both of these activities and government policy, which did 
not exist in any other country. German economic penetration was 
closely linked with diplomacy — in Austria-Hungary, eastern Europe, 
the Ottoman Empire, and Italy, and to some extent in Latin America 
and China. 

The smaller creditor countries — the Netherlands and Switzerland 
in particular — followed the British model, though their investments 
were less widespread. The United States, in this period, was primarily 
concerned with its own development and was still a considerable 
debtor on international account, though there were instances of 
foreign investment, spmetimes on a considerable scale. It is obvious 
from these figures that the largest volume of true industrial invest- 
ment in pioneer areas was British or at least was mobilized through the 
London market. While French, German, Swiss, Dutch, Belgian, and 
American savings were growing and tending always to seek investment 
outlets outside national boundaries, the British until 1914 had the 
advantage of an early start and a tremendous volume of both short- 
and long-term securities available to an active market. Turope re- 
mained the world’s banker, until its capital accumulations were 
largely dissipated in the war of 1914-18. The trends of international 
investment in the nineteenth century have been thus briefly summa- 
rised becaus^jdie international capital market which developed to 
handle this investment became the organizing and controlling center 
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LONG-TERM INTERNATIONAL INVESTMENT, 1914 
Source: Drawn from data in Herbert Feis. Europe, the World’s Banker, 1870-1914, New Haven, igjo. pp. aj, 51 and 75. 
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of world economic development in the period from 1870 to 1914. 
Analysis of the workings of the international capital market will en- 
able us to come close to locating the seat of economic power in the 
nineteenth-century world trading system. 

At the beginning of this period, Walter Bagehot was the editor of 
the Economist. His lucid writing did much to explain the workings 
of what he called “the great commerce.” Among his unfinished manu- 
scripts there was an essay designed to show that the abstract study of 
political economy was derived from the economic system which at 
that time was most developed in Britain. The essay draws a distinction 
between the loan fund of the country, provided by the savings of 
ordinary passive investors, and the speculative fund, composed largely 
of the savings of men of business. Besides these two sources of capital, 
Bagehot mentions a third, “the choice of employment by young capi- 
talists.” He then proceeds to show that these “three great instruments 
for transferring capital within a nation . . . have begun to operate 
on the largest scale between nations.” He writes of a “cosmopolitan 
loan fund . . . which runs everywhere as it is wanted, and as the rate 
of interest tempts it,” of a cosmopolitan speculative fund, and of the 
way in which “young men also now transfer their capital from country 
to country with a rapidity formerly unknown.” 

These were the shrewd observations of a well-placed reporter, capa- 
ble of discerning the trends of development. Bagehot had no doubt 
tnat “the capitalist is the motive flower in modern production, in the 
‘great commerce.’ He settles what goods shall be made, and what not; 
what brought to market, and what not. He is the general of the army; 
he fixes on the plan of operations, organizes its means, and superin- 

5 Cf . Walter Bagehot, Economic Studies (7th ed.), London, 1908. It is significant that 
Bagehot recognized that this development called for a revision of the classical cxplana- 
tion of international trade: “When Ricardo wrote, trade of the modern magnitude was 
new: long wars had separated most nations fiom most others, and especially had isolated 
England in habit and in feelings. Ricardo framed, and others have continued, a theory 
of foreign trade in which each nation is bounded by a ring-fence, through which capital 
cannot pass in or out. But the present state of things is far less simple, and much of 
that theory must be remodelled." This remodeling, however, was hardly begun in the 
n^t half-century and is still far from complete. Bagehot was also awarO of the challenge 
);>^esented by new German developments in direct investment: “In Europe perhaps the 
Germans are most eminent in doing so. Their better school education, their better- 
trained habits of learning modern languages, and their readiness to bear the many 
privations of a residence among foreignei's, have gained theni a prominence over the 
English and French, perhaps above all other nations. But taking the world as a 
whole the £ng 4 &k<llave a vast superiority. They have more capital, to transfer, and their 
language is the language of the great commerce everywhere, and tends to become so 
more and more.” 
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tends its execution. If he does this well, the business succeeds and 
continues; if he does it ill, the business fails and ceases. Everything 
depends on the correctness of the unseen decisions, on the secret 
sagacity of the determining mind.” i 

In retrospect, we can see that the extension of the power of the 
capitalist to direct the flow of international investment, and therefore 
of production and trade, was fraught with social consequences par- 
ticularly to the weaker peoples. Productivity was increased and the 
“unseen decisions” yielded profits, so that business was successful and 
cbntinued. But this is to measure the value of economic activity by 
its returns to the organizers, rather than to the community as a whole. 
Even if the imponderable social and political consequences of the 
marketing process are ignored and purely economic tests are applied, 
considerable doubt must arise as to the wisdom of entrusting the 
allocation of economic resources and energies, in time and space, 
primarily to those who could secure access to capital. 

It was so entrusted in the belief that competition would keep to a 
minimum the rewards of their enterprise. In the latter part of the 
nineteenth century over the greater part of the trading world, the 
ultimate decisions of economic policy lay primarily in the liands of 
those individual capitalists who were able to direct the flow of national 
and international investment. They made the significant and control- 
ling decisions which determined what proportion of current produc- 
tion should be allocated to the needs of the future and in what areas. 
The decisions were not taken in a vacuum and they were not arbitrary. 
They constituted interpretations and judgments of the market for 
capital, and that market, on the side both of demand and of supply, 
was constituted by the flux of production and trade. The difficulty of 
gauging the market correctly was the cause of the periodic cycles of 
booming overinvestment and subsequent depression. But these de- 
cisions as to the proportions of current production to be allocated to 
capital as distinct from consumption uses, and as to the rates of interest 
chargeable, were the central and controlling decisions in the whole 
economic process. 


iTHE INVESTMENT PROCESS 

The simplest form of capital investment is the withjtiolding of seed 
grain from preseift consumption. Much the same proce&>takes place 
when a great corporation, instead of distributing all of its current 
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earnings as dividends to its stockholders, sets aside sums adequate to 
finance an expansion of its capital equipment. The essence of. die 
investment process is the allocation of goods already in existence, or 
of purchasing; power which can be used to acquire such goods, for 
future as distinct from present consumption. 

In all but the simplest economies this allocation is made not di- 
rectly by earmarking goods to be used as capital, but indirectly by 
earmarking purchasing power. Investment, therefore, takes place 
through the medium of credit. This section is concerned with an ex- 
planation of the social as distinct from the individual effects of the 
credit transactions that result in international capital movements. 
These transactions take place in what is usually known as the money 
market. What we are concerned with, however, is the market for capi- 
tal. This forms part of the money market in the broadest sense of that 
term, as used to describe all transactions which are carried through in 
monetary terms. The specialized market in which the moneys of 
different countries are exchanged and payments are balanced between 
national economies is known as the foreign exchange market. This 
also forms a part of the money market. 

The international capital transactions described above involved 
lending across national boundaries. Governments issued bonds and 
corporations issued bonds or shares, for purchase by the private citi- 
zens of a foreign country. Those who subscribed to these bonds or 
shares received securities which entitled them to receive interest on 
the bonds, or dividends on the shares. The borrower received the 
purchase price of these bonds or shares as a credit in the currency of 
the lending country. This type of international lending was highly 
developed during the period from 1870 to 1914 when the international 
gold standard was functioning. 

Some typical examples may serve to illustrate the process. If before 
1914 the government of an Australian state decided to seek a loan in 
London to finance a public works program, it would first negotiate 
with a London banking firm which specialized in the flotation of such 
loans. If the state’s credit jyas good, it could float a loan upon its gen- 
eral guarantee of repayment without pledging specific revenues for 
the purpose.The main questions to be settled \^uld be the amount 
and the duration of the loan, the rate of interest to be offered, and the 
price at wb^^ll the bonds should be issued. The banking firm might 
advise a loan of £3 million, at 5 per cent, to be issued at 97, for thirty 
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years. This would mean that, in their judgment, the lowest price at 
which such a loan could be raised by public subscription was slightly 
more than 5 per cent. The bank would then underwrite, i.c., guaran- 
tee, the loan at a commission of say 1 percent. The statl would there- 
fore be assured of receiving £96 for every £100 bond, or a total of 
£2,880,000, deposited to its credit in London.® 

A corporation which wished to raise money in a foreign market 
would follow much the same course. It would seek advice from an 
issuing house as to the most attractive form of offering — bonds at a 
fixed interest rate; preferred shares, the fixed dividends upon which 
would be paid before the dividends on ordinary shares (common 
stock); or ordinary shares, dividends upon which would fluctuate 
with the earnings of the enterprise. There were many varieties of 
these offerings, designed to appeal to different classes of investors. 
Usually such issues would be underwritten before being offered for 
public subscription. The result, as in the case of the government loan, 
would be an amount of credit equal to the net value of the issue, de- 
posited in the currency of the lending country. 

This is the end of the transaction from the accountant s viewpoint, 
or from that of the individual borrowers. But the economist is con- 
cerned to take up the analysis at this point. Three main questions 
emerge: First, where did this credit come from and what effect did it 
have upon production and upon consumption in the lending country? 
Second, how was it transferred so that it could be used in the borrow- 
ing country? And third, how was interest paid upon these loans, and 
ultimately the loans themselves repaid? The answers to these ques- 
tions cannot be simple since they involve an understanding of the 
complex processes of credit creation and price formation. The simplest 
answer to the first question is that many subscribers were able to pur- 
chase the bonds or shares by setting aside income that they might have 
used for current consumption. Clearly they put purchasing, power at 
the disposal of the borrowers. They might have used this purchasing 
power themselves to buy clothing or luxuries for their personal use. 

• SubKribers would pay £97 for each £100 bond cak^ing 5 per cent, and would there- 
fore receive slightly more than 5.15 per cent on their actual investment. 

If the price was undujy favorable, the loan might be oversubscribed, in which case 
bonds would be allotted, usually by filling all small subscriptions In full, and the laiger 
holdings on a proportional basis, so as to spread the holdings as ^ely as possible. If 
the price was not attipctive to investors, the loan might be undersiR.7»;gabed, in which 
case the underwriters would take up the amount which was not bought by the public, 
in the expectation of selling it at a later date. 
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By using their income to buy securities instead of goods, they de- 
creased the demand and therefore depressed the prices for those goods. 
This was the immediate, but not necessarily the ultimate, result of 
the loan in sc^far as it was subscribed by private investors from current 
income or liquid savings. 

It is probable, however, that in order to purchase these bonds even 
small subscribers might have withdrawn their money from savings or 
deposit accounts in financial institutions which had used a substantial 
proportion of those deposits in their investments, or in advances to 
business firms. Or the subscribers might themselves have sold securities 
to get the cash with which to subscribe to the new loan. The new loan 
must always have had a tendency to reduce the credit available for 
capital purposes in the lending country. It would, therefore, tend to 
depress the market value of existing securities and to raise the interest 
rates in that country. 

It would be too simple, however, to think of the credit available for 
domestic or international capital purposes and for current consump- 
tion as being a fixed amount. Both the amount of credit and the rates 
of interest were flexible within rather wide limits. There was an 
elaborate structure of interest rates, graded to meet all needs, and 
moving up or down as the Bank of England raised or lowered its dis- 
count rate in accordance with the balance of payments as reflected in 
its gold reserve. 

The bank deposits upon which checks might be drawn were created 
largely by the advances which banks made to their clients. There were 
conventional rules to which bankers found it prudent, or were re- 
quired, to conform. Most governments had passed legislation to con- 
trol the issues of bank notes which in private hands had been the 
dangerous and inflationary element in the credit structure. The in- 
creasing use of checks, however, made bank advances relatively more 
flexible than note issues. Moreover, the rapidity with which this credit 
was turned over in the course of trading — what economists call the 
velocity of circulation — ^gave added flexibility to the system. When a 
foreign loan was floated, large subscribers, and particularly financial 
houses, might take up part of it, perhaps as a speculation, by borrow- 
ing from the banks and thus increasing the amo^int of credit in use. 
This would tend to cause a strain on the gold reserves and might re- 
sult in Interest rates and reducing the amount of credit avail- 

able f<j<r national purposes. 
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Ultimately then a foreign loan, directly or indirectly, diverted pur- 
chasing power and capital from those industries producing primarily 
for the national market to those producing primarily for export* In 
so far as it was subscribed by those who o^erwise mighLnot have in- 
vested so much of their income, it also diverted purchasing power 
from current to future consumption. It has sometimes been argued 
that, if there had not been foreign capital outlets, the price of capital 
might have been cheaper, and that a larger proportion of the national 
income could have been distributed as wages, so that the distribution 
of income would have been more equitable. But it -must be remem- 
bered that these foreign loans, as will be shown below, were always 
spent within the lending country. It is true that exported capital gave 
employment only initially, while domestic capital continued to be 
used within the country. Capital export tended to keep rates of interest 
up. The effect upon wages depended upon whether the productivity 
of the export industries (which were presumably the more efficient 
industries since they could meet international competition) was suffi- 
ciently greater than that of the industries producing only for the 
domestic market to offset the disadvantages of the capital export. As 
long as the export industries were able to compete effectively in 
foreign markets, the development of those markets by loans raised 
wage levels in the investing as well as the receiving country. The main, 
effect of foreign lending, therefore, was not to reduce current con- 
sumption, but to divert capital and enterprise, and hence employment, 
from industries catering primarily to the national market, to those 
catering also to the exjiort market. 

This can be seen more clearly if we proceed to the second question. 
How were the proceeds of the loan transferred from the lending to 
the borrowing country? This can be explained by considering what 
the government or corporation which had raised a loan would do 
with the credit now in its possession. It could, if it needed capital 
goods, buy them in the lending country and pay for them with checks 
drawn on this credit. A substantial part of the foreign loans raised in 
London before 1914 was used in this way. The trade statistics show 
lar^ exports of capital goods, for instance railroad equipment. 

It often occurredj^however, that the particular capital goods which a 
borrower desired to import could be procured more cheaply in some 
other country thsm in the lending country. In short, dvq^^n might be 
the cheapest country in which to borrow, but other countries might 
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produce the desired capital goods more cheaply. Thus Belgium came 
to specialize in the production of such goods as steel rails, and 'Ger- 
many produced excellent machines. These items could be bought in 
the best matifi^et and paid for by a draft on London. In this case while 
the ownership of part of the sterling credit changed hands, the credit 
still remained in l^ondon. The Belgian or German exporter could 
then get payment in his own currency by selling this draft to a.bank 
which would use it to pay for British exports. Whether the sterling 
was drawn upon directly to pay for British capital goods, or indirectly 
to pay for British exports to a third country — perhaps woolen goods 
exported to Germany — it gave employment to British export indus- 
tries. For this reason, it was not usual to insert a clause in the loan 
contract specifying that the proceeds were to be spent directly in the 
lending country. It was believed that since the proceeds must ulti- 
mately be spent there, it was best to leave it to competition to deter- 
mine which exporting industry could most effectively transfer them 
in the form of goods. 

Again part of the foreign loan might be used to finance expenditure 
in the borrowing country. The Australian state might buy its railroad 
equipment abroad; but it would have to employ local labor in actual 
construction. An American railroad which issued shares or bonds in 
London would have to do the same. It would, therefore, sell to an 
American bank part of the sterling it had acquired and receive a dollar 
credit with which it could pay for local labor and materials. As it made 
these payments, purchasing power would be increased, and prices 
would then tend to rise in the United States. Imports would flow in 
and would be paid for, directly or indirectly, by use of the sterling 
loan. The whole amount of the sterling would be used in England, 
directly or indirectly, to buy exports. Some of those exports might 
be machines sent to Japan, the Japanese having sent silk to the United 
States. Some might be whisky sent directly to the United States. How- 
ever the loan was spent, its ultimate result was exports from the lend- 
ing country and imports to the borrowing country. 

The third question renjains to be answered. How were inteijest 
payments, and ultimately repayment of the capital sum. transferred 
from the borrowing to the lending country? When an installment of 
interest or a dividend payment fell due, the borrower would have to 
meet it in.ithfc"^currency of the lending country. The owners of the 
bonds on which interest was due would clip the coupons attached to 
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the bonds and present them for payment. This they usually did by 
handing them to their own banks which would credit their current 
accounts and collect the payment due from the bank at which the 
torrower had lodged the necessary funds, ^he owners of |hares would 
receive dividend warrants which they would cash in the same way. 

TThe funds necessary to meet these payments due in the currency of 
the lending country could be obtained only as a result of an export 
surplus from the borrowing country. In our Australian example, the 
building of a railroad or improvement of a seaport by use of the loan 
funds would reduce freight rates on wool and other exports. The 
woolgrowers would receive in London a larger proportion of the price 
for which their wool was sold. The government would receive in 
Australia the profits on the railroad or port dues. If these were in- 
sufficient to meet its obligations it would set aside part of its tax re- 
ceipts. It would buy from Australian banks enough of the sterling 
received from exports to meet its interest payments, paying these 
banks, as the banks had already paid the woolgrowers, in Australian 
currency. When the loans had been wisely and productively used, 
there would be increased Australian exports sufficient both to meet the 
interest and amortization payments, and to pay for increased Aus- 
tralian imports. If the loans had been wastefully used, the heavier 
taxation necessary to meet the interest payments would reduce the 
proportion of export receipts that was available to pay for Australian 
imports. 

The extraordinary flexibility of the London money market made 
possible this process of portfolio investment. The lenders placed pur- 
chasing power at the disposal of the borrowers. This purchasing power 
could be used to finance expenditures in the lending country, in some 
other foreign country, or in the borrowing country. The result was 
always the same in the long run. The lending country exported more 
and the borrowing country imported more. It was difficult to trace the 
effect of such lending upon trade because that effect was many-sided. 
A British loan to an American railroad might finance increased ex- 
ports of Belgian locomotives to the United States, and of British 
woolen cloth to Belgium. Increased exports of American wheat would 
in due course provide the sterling out of which interest payment could 
be made. This whole process can best be understood by comparing it 
with bank loans within the United States. A borrow^ tJJSy use the 
loan to procure materials in a different locality and sell his finished 
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products in still another. Eventually the checks in payment of these 
transactions are cleared through the banking system and, if the loan 
has been well spent, receipts will enable the borrower to repay it with 
interest. Wh^it the London money market did in the latter part of the 
nineteenth century was international banking. Loans were extended 
and payments were cleared through London in a world-wide trading 
expansion. 

As the development of pioneer areas proceeded apace in the latter 
half of the nineteenth century, the volume of international lending 
increased. The extent of this increase may be gauged by the figures 
cited in the preceding section: between 1875 and 1913, the outstand- 
ing long-term investments of Great Britain rose from jri,20o million 
to over jr4,ooo million. These investments were made irregularly, 
but they average for the 43 years an amount of over £60 million an- 
nually of new capital or reinvestment of former loans. Meantime the 
interest due on these outstanding loans mounted steadily. At 5 per cent 
the £1,200 million invested in 1875 would have returned £60 million 
annually. Therefore, despite the additional amounts invested in this 
period, Britain came to have a substantial and growing surplus of 
interest receivable over new capital issues. This accounted for a sub- 
stantial part of her continuously growing surplus of commodity im- 
ports over commodity exports.^ A complementary development may 
be seen in the trade returns of the borrowing countries. In the first 
period of borrowing they were able to imjxirt more than they ex- 
ported; but in the seventies and eighties interest payments began to 
mount beyond the new borrowings they were able to make, so that they 
began to develop surpl uses of exports over imports. 

These results of the investment process were of peculiar importance 
for Britain. A growing number of British citizens drew a substantial 
proportion of their incomes from overseas investments, colonial pen- 
sions, profits from financial services, and the like. These incomes gave 
employment in Britain, but it was employment of a different kind 
and in different areas from that which had increased the population 

t Other items in her balance on^ payments which enabled her to import more than 
she exported were the sale of new ships, freight earned by British ships which in this 
period carried about half of the sea-borne trade of the world, ^le interest earned by her 
substantial short-term investments in the financing of trade (estimated by Hartley Withers 
as £550 million in 1914), financial, commercial, insurance, and foreign exchange com- 
mMons and othp» 1 -eceipts flowing from the London money maijcet’s transactions, and 
the profits of Vntish direct investments abroad (estimated by Paish as £300 million in 
1914). 
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and productivity of the manufacturing districts in the middle of the 
century. In the decade preceding the first World War British exports 
were finding competition harder to meet. There was a sharp increase 
in international trading competition, one,^a3pect of whij|h was a very 
large expansion of international lending paced by German expan- 
sionist pK)licies. 

The renewed expansion of British overseas investment between 
1905 and 1914 was an interruption of the trend and was caused by 
abnormal political developments in the sphere of economic policy. 
Britain, a free-trade country in a world of protection, had been tend- 
ing to specialize upon the shipping, commercial, and financial services 
in which she was still unrivaled, and to live in greater measure upon 
the mounting receipts from past investments. In 1907 no less than 7 
per cent of her national income was estimated to come from abroad 
in the form of interest and profits. By 1913, that estimate had risen to 
9 per cent. Challenged by Germany in world markets, her industries 
proved that they were still powerful and her financial strength enabled 
them to make an effective reply to the challenge. Income was diverted 
again from domestic to export employment. The excess of imports 
declined sliarply.** 

Whether this spurt of energy in Britain might have led to effective 
modernization of her industries, and in particular to emulation of 
the scientific research and of the encouragement of its industrial ap- 
plications that were the bases of Germany’s glowing competitive 
power, is a question that no one can answer. Before it was possible to 
determine whether the British effort was merely a summoning up of 
reserve strength that was still formidable or the prelude to a new 
period of industrial growth, war intervened. For Germany the eco- 
nomic outcome of the war was the loss of two generations of industrial 
expansion. For Britain it was not only the weakening of her own 
industrial structure, but the wreckage of the international trading 

« Cf. F. W. Taussig, Intemational Trade, New York, igs8, pp. 246-47: “The aew 
loans — the capital exports — vary 10 an extraordinary degree; and no variation is so 
striking as the upward hurst in 1904-1914. The phenomenon, it may be noted, was 
not peculiar to great Britain. A similar one appeared^in Germany and France, indeed 
in all the capital-lending countries of Europe. With it went an equally striking ex- 
pansion of the total voliy;ne of international trade, an accentuation of international 
competition, a yeasty and uneasy turmoil both in the lending and the borrowing coun- 
tries — the various types of trade rivalry, fomented by nationalistic sentiment and by 
economic jealousies and fallacies, wliich contributed so largely to tt^ war. ft 

was in Great Britain, then still by far the most important lending country, that the 
capital export reached undrearaed-of dimensions.*’ 
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and financial system which London had built up and lived by. Though 
an effort was made from 1925 to 1929 to restore this system, it received 
its death blow during the first World War and did not survive the 
collapse of 1031. 

The mechanisms developed in the nineteenth century for the alloca- 
tion of resources between present and future consumption were an 
integral and indeed pivotal part of the marketing process. As they 
functioned in London, they were in private hands. There was little 
regulation by government beyond the legislation designed to prevent 
fraud and that which governed the issue of bank notes and thereby, 
indirectly and loosely, of credit. Decisions and judgments as to invest- 
ment and therefore as to the development of production and trade, 
were left in the hands of merchant-bankers who regarded themselves 
as the interpreters of the impersonal forces of demand and supply.® 

The best organized aspect of this investment process was that which 
developed out of the discount market. This market dealt in short- 
term loans on an international scale. Both the acceptance houses — 
the specialized bankers who endorsed and thereby guaranteed bills 
of exchange — and the discount houses, which bought bills of exchange 
for cash and collected them as they fell due, dealt in large amounts on 
small margins. Though possessed of considerable capital, they bor- 
rowed the major funds for their operations. Theirs was a skilled pro- 
fession, judging the credit of traders all over the world. The far-flung 
transactions of British traders gave them a reliable intelligence service 
kept continuously up-to-date. 

Indeed every aspect of trading, shipping, insurance, and invest- 
ment was geared into the money market. There would not have been 
a. continuous accumulation of funds available at short notice if Lon- 
don' had not been the kind of center where banks found it convenient 
to maintain branches, where surpluses could be invested and yet be 
available at short notice, and where a market could be found for any 
commodity or for any kind of currency. This capital market was like 

»C£, Walter Bagehot, Economic Studies, pp. 45-46: "... a very great many of the 
strongest heads in England spenC their minds on little else than on thinking whether 
other people will pay their debts . . . The mind of a man like Mr. Chapman, if it 
could be looked into, would be found to be a graduating maejiine marking in an instant 
the rise and falls of pecuniary likelihood. Each banker in his own neighborhood is the 
same: he is a kind of *solvency*metpr,’ and lives by estimating rightly the 'responsibility 
of parties' as he i^uld call it. . . . The moment any set of tracers want capital, those 
whose promTS are known to be good, get it in a minute, because it is lying ready in 
the hands of those who know, and who live by knowing, that they are 6t to have it." 
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a reservoir, fed by large streams and supplemented by trickles of funds, 
from ‘Which there could be drawn large and small sums for short- or 
long-term investment in a great variety of forms. Those who controlled 
the outlets from this reservoir could control its level quickly by shut- 
ting or raising the sluice gates, while the streams of credit continued 
to pour in. This was the real secret of the measure of control which 
London had over the working of the international gold standard. It 
was, in short, a predominant power in the extension of credit, par- 
ticularly for short-term lending. 

The investment process has been described in terms of the com- 
petitive working of the London money market because this market 
handled the most important, as well as the largest, volume of invest- 
ment. It was most important because it was directed to industrial and 
trading development in pioneer areas. The volume of French lending, 
though impressive, did not lead either to the same kind of trading ex- 
pansion or to the development of a sensitive and flexible money mar- 
ket. While it is true that the French loans to Tsarist Russia financed 
a considerable industrial expansion, that for a time (1852-67) the 
CrMit Mobilier led the way to the mobilizing of venture capital, and 
that the Suez Canal stands as a monument to French enterprise in this 
period, the frontier of investment was outside Europe, and French in- 
vestment did not often venture so far afield. Britain lost ground rela- 
tively in the world’s manufactures, but shared in the development of 
the United States and the world outside Europe by its investments 
there. 

The really serious challenge to British investment methods came 
from Germany. In the decade preceding 1914, Germany was pushing 
farther and farther afield the new methods of aggressive industrial 
banking which had promoted her industry at home. German bankers 
and businessmen might look somewhat ruefully on the weakness of 
their investments in Turkish railroads and Romanian oil fields, as 
compared with the British investments in Argentine railroads and 
Persian oil fields. In the appeal to arms, Britain’s commercial invest- 
ments overseas proved a greater source of strength than Germany’s 
semi-political investments in Mitteleuropa. But in the years before 
1914 German trade and investment abroad were developing at a rapid 
pace. German bankers gave longer credit and did not insist on the 
punctilious practises into which British short-term lending was be- 
coming stereotyi>ed. The close integration of consular, trading, and 
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investment activities was. giving German exports a foothold in many 
markets, notably in Latin America. 

In many respects the direct investments of German corporations or 
cartels, in q^ose co-operation with banking and with government 
policy, pointed to a new era foreshadowing the evolution of modem 
practices. The German bankers had borrowed much from the experi- 
ence of the Credit Mobilier and were passing individual investments 
through officially supported corporations which were given monopo- 
listic privileges and banking support. The British methods in which ' 
individual lenders placed their capital by public subscription directly 
with foreign enterprises were an outgrowth of the competitive market- 
ing processes of the nineteenth century and these methods have not 
survived. 


THE LONDON MONEY MARKET 

The financial supremacy of London became marked in the 1850’s 
and i86o's. The tremendous pressure of manufactured exports began 
to facilitate capiul investment on a great scale to open up new pro- 
duction areas. It was no longer possible to rely mainly upon imports 
from established sources of supply. China had exported silks, porce- 
lain, and tea. India had paid in jute, wheat, raw cotton, and indigo 
for her increasing purchases of cheap cotton cloths. But after Britain 
adopted free trade and especially after the free-trade movement spread 
to western Europe following die Anglo-French treaty of i860, more 
positive measures were needed to stimulate the production in foreign 
markets of the goods which could be exjxirted in payment for the 
consuntly growing exports of British manufactures. For by this time 
Britain was equipped to export machines, railroad equipment, and 
other capital goods while the London money market was ready to raise 
on long-term credit the funds necessary to supply these goods. 

Thus the expansion of trade in the second half of the nineteenth 
century was largely dependent upon international investment. One 
of the best illustrations of this was provided by the flood of cheap grain 
from the Middle West of fhe United States, which followed upon the 
railroad development in the sixties. Wherever port facilities and rail- 
roads opened up new areas of agricultural or mineral production, trade 
developed rapidly. Wool from Australia and Argentina was supple- 
mented h}b.exfK>rts of frozen meat and dairy produce. The tea plan- 
tations of India and Ceylon, the gold mines of South Africa, tin dredge; 
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in Malaya, and copper mines in the Belgian Congo exemplified an- 
other kind of international investment. In the sixty years or so pre- 
ceding the first World War there was a tremendous development in 
the amount and variety of foreign investment directed tj the produc- 
tion of raw materials and foodstuffs entering into world trade. 

This investment which was mainly responsible for developing the 
agricultural, mineral, and even the manufacturing resources of new 
countries was overwhelmingly British. In Latin America and the 
British Dominions, the means to build railroads and frozen-meat 
works were provided by London. The same was true of gold mines in 
South Africa, tin in Malaya, vegetable oils in east Africa, petroleum 
in Mexico and Iran, cotton in Egypt and the Anglo- Egyptian Sudan, 
and, to a surprising degree, railroad construction and mining in the 
United States. Belgian ventures in the Congo and Dutch enterprise 
in the East Indies were of the same pattern as the British, but on a 
much smaller scale. 

Hence it follows that the structure of the London money market 
is of special interest in any study of international trade in this period. 
The aggressive entrepreneur spirit in German banking no doubt 
foreshadowed practices that may become important in future trading 
organization. The methods by which American banks -promoted and 
participated in the mergers of giant corporations, and thereby 
hastened the development of international business enterprises, are 
even more likely to yield lessons for future development. The nine- 
tetnth-century trading world, however, was shaped by the London 
money market. Its highly specialized and competitive institutions 
developed a virtually world-wide clearing of international payments. 
They provided the bulk of the short-term credit needed to finance the 
expanding volume of international trade. They organized the largest 
volume of long-term investments for the construction of transport 
and public utilities, for land improvement, and for mining enter- 
prises all over the world. In so doing they evolved the art of central 
banking which, though not confined to London, was never fully prac- 
ticed in any other center. 

It is highly improbable that the London money market can regain in 
the twentieth centuny the commanding position it held in world trade 
and investment during the latter part of tlie nineteenth century. After 
a prolonged depression and a cruelly devastating secoitd Wprid War. 
it does not have the resilience that could justify the claim, as lat^ as 
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1931, that it was the most highly organized international market for 
money in the world. It is still a {K>werful and stable monetary center 
which functions effectively in financing trade and investment within 
the sterling jirea. But it is no longer the chief lending center in the 
world, and its characteristic freedom has been impaired both by the 
British abandonment of free trade and by the growth of economic 
and monetary nationalism elsewhere. The obstacles to its resump- 
tion of financial leadership may be gauged by the disrepute into which 
the concept of the international gold standard has fallen in so many 
quarters. The international gold standard was a name loosely applied 
to the practices centered in London, by which payments were cleared 
and prices were maintained in equilibrium between independent 
currency systems. 

However, there are two reasons why it is still necessary to analyze 
the structure and working of the London money market when it was 
in its prime between 1870 and 1914/® The first is tjiat it is impossible 
to explain the growth of international trade in the nineteenth century 
without stressing the role of London. The second reason is that the 
current methods for the clearing of international payments and the 
financing of international trade have grown out of the procedures 
developed in London. 

It is important to note that many of the attributes of the London 
money market were the result of historical accident rather than of 
design. No small part of the difficulty that generations of students have 
experienced in the study of international monetary relations arises 


10 Cf. W. Bagehot, Lombard Street, London, 1873, p. 4: “The briefest and truest way 
of describing Lombard Street is to say that it is by far the greatest combination of economi- 
cal power and economic delicacy that the world luas ever seen. Of the greatness of 
the power there will be no doubt. Money is economical power. Everyone is aware that 
England is the greatest moneyed country in the world; everyone admits that it has much 
more immediately disposable and ready cash than any other country. But very few 
persons arc aware how much greater the ready balance — the floating loan-fund which 
can be lent to anyone for any purpose — is in England than it is anywhere else in the 
w'orld. A Very few flgures will show how large the London loan-fund is, and how much 
greater it is than any other. The known deposits — the deposits of banks which publish 
their accounts — are, in 




£ 


London 
Paris 
New York 
Cermaiy. Empire 


(31st December, 1872) 
(27th February, 1873) 
(February, 1873) 

(3 1 St January, 1873) 


120,000,000 

13,000,000 

40 ,ooox>oo 

8,000,000 


And the unknown deposits — the deposits in banks which do not publish their accounts 
— are much greater than those in any other of these cities.’* 
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from this fact. The London money market was the financial center 
of the nineteenth-century trading world, but it grew up in the tra- 
ditional British setting. It drew most of its strength from the great 
volume of trade, and hence of international financial transactions, 
that resulted from British leadership in the Industrial Revolution 
and from the British experiment in free trade. It is true that some of 
the men who shape u its practices were cosmopolitan financiers. Names 
like Alexander Baniig, his partner P. C. Labouchere, David Ricardo, 
Nathan Rothschiia, G. J. Goschen, and at a later date Ernest Cassel, 
Edward Sassoon, Alfred Beit, and Barney Barnato bear witness to 
this. Such names were prominent particularly in the sections of the 
market concerned most directly with international trade and finance. 
But the majority of the operators in the market, including many of the 
leaders, were always English. Its institutions showed a characteristic 
British regard for traditional forms and practices. Thus it is not al- 
w^ays easy to separate the essential nature of its monetary procedures 
from the peculiar forms and practices which were a legacy of historical 
precedents. 

This regard for tradition had important results in practice. As 
Walter Bagehot was careful to explain, the Bank of England was a 
private bank governed by a Court of Directors, elected by the share- 
holders. It was owned by merchants and specialized merchant-bankers, 
among whom the firms dealing in foreign investment were especially 
prominent. But the Bank never appointed directors who were con- 
cerned with other’ English joint-stock banks. There was no one on 
the Court of Directors whose primary concern was with British bank- 
ing or British industry. By long tradition, the Bank of England did 
not admit into its councils the other banking institutions which had 
been its rivals. 

On the other hand, neither the Bank of England nor the specialized 
institutions of the London money market sought to control the de- 
velopment of British industry. Those who directed the powerful 
private institutions connected with the money market’s international 
transactions did not as a rule accept directorates in British railroads 
or industrial enterprises, and only rarely in investment trusts or in- 
surance companies. British joint-stock banks were excluded from the 
direction of the Bank of England, and the money market specialists 
oh their part refmined from seeking to control British companies. 

Three important aspects of the London money market need to be 
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emphasized. First, all of its institutions were private in character and 
free from government control or regulation. Even the Bank of England 
was a private corporation and remained so until 1945. In cross* 
exam inatioi^ before the Macmillan Committee in 1931, the Deputy 
Governor of the Bank declared that no restrictions were placed upon 
the Bank except those in the Tonnage Act of 1694 (the Act which 
created the Bank) forbidding it to use its funds in dealing with mer- 
chandise or wares of any description. The Bank of England, the issuing 
houses, the acceptance houses, discount firms, and brokers, as well as 
the Stock Exchange, insurance companies, investment trusts, and huU 
lion brokers, the joint-stock banks, and the London offices of colonial 
and foreign banks — were all privately owned and managed. There 
was virtually no government regulation or supervision — ^nothing cor- 
responding to the Securities and Exchange Commission which now 
regulates security transactions in the United States. London was a 
free market, and it was this freedom which had attracted the cosmo- 
politan financiers referred to above. Such regulation as existed was 
self-imposed and grew out of the market’s own experience and con- 
venience. The American markets were similarly free in this period, 
but they were concerned almost entirely witli American development 
and little with foreign trade or finance. 

The second important aspect of the London money market was 
its high specialization. It was composed of a great many different types 
of financial institutions, both national and international. It supplied 
funds for all sorts of ventures — to finance the transfer of commodities 
or security transactions by loans ranging from overnight money to 
advances for a few months, or to finance long-term mining, land, or 
construction developments by loans without any repayment date. Its 
great achievement was the mobilizing of small and large sums col- 
lected from many sources, such as the small savings of individual in- 
vestors or the seasonal balances of overseas banks. Institutions were 
created which could turn these savings and balances into investible 
funds. This is the essence of banking. The owner of the funds is as- 
sured of being able to withdraw them at need or by agreement. The 
longer the term for which he agrees to leave them, the higher the 
interest he receives. The banker, keeping on h^id sufficient cash to 
meet anticipate withdrawals, uses the balance for investments of 
various kinds. * 

So great was the vdlume of trade flowing through Ijondon that the 
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supply of loanable funds far exceeded that of any other center. By a 
natural consequence other funds were attracted to this market where 
such a great volume of transactions was always in process that balances 
could be used profitably. The joint-stock banl^s mobilize^ in London 
the surplus funds of their country branches. The British banks operat- 
ing abroad (such as the Hongkong and Shanghai Banking Corporation 
and the Chartered Bank of India), the various colonial and dominion 
banks and most foreign bank^ maintained offices in London and fed 
the stream of funds into the market from their unused balances. Lon- 
don became the most convenient place to settle international pay- 
ments, the market where any national currency could be bought or 
sold. 

In this market with its far-flung connections, expert advice was al- 
ways available. A group of merchant-banking firms known as accept- 
ance houses, relying upon their specialized knowledge of the credit 
rating of individuals and firms abroad, would accept (literaflly endorse 
and therefore guarantee) bills drawn upon London. Another group of 
specialists, borrowing from the short-term funds available in the 
market, would discount such bills. If the available funds were not 
adequate, bills would be sent for discount to the Bank of England. 
The demands for both long-term and short-term credit were met by 
a variety of specialists who kept close watch on their respective seg- 
ments of a world-wide commerce. They were specialists in a double 
sense. They confined their operations to a particular banking func- 
tion — acceptance, discount, exchange, underwriting, security issues. 
And within that function there was specialization by area or by type 
of operation. Some firms, for instance, specialized in Argentine securi- 
ties as did the Barings, or in Brazilian as did the Rothschilds. On the 
Stock Exchange the Kaffir market (in South African mining shares) 
was distinct from Home Rails. This, however, was a shifting, competi- 
tive specialization, and always there were free lances who undertcwk 
by various forms of arbitrage (dealings between the specialized mar- 
kets) to bridge the gap between different specialties and even different 
markets. 

Within this competitive structure might be found a way for invest- 
ing large or small sCTms on almost any kind of terms and a means of 
raising funds for almost any kind of project.^^ In the characteristic 

uCf. Feis, op, ciL, p. 9: *‘This was the market for ‘money,’ the agency through which 
financial support was bought and sold. To its bartering, scheming, .and developing was 
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informal British manner there was a good dea> of unwritten under- 
standing among the competitive specialists. A foreign government 
which tried to shop around for favorable terms would be likely to 
find itself referred politely to the firm with which it had formerly 
dealt.^® Private entrepreneurs would find a lack of interest in their 
projects among all but the firms whose specialized knowledge enabled 
them accurately to appraise the particular kind of venture. Before 
1914, there were only the rudimentary beginnings of the integration 
which in more recent times has gathered a great proportion of these 
specialized operations into the hands of great banks. These banks, 
in addition to their deposit banking, now undertake such varied func- 
tions as foreign exchange, security issues, governmental lending, ac- 
ceptance, discount, underwriting, and even stockbroking. In the 
nineteenth century, the London money market was a heterogeneous 
collection of many specialized markets, and within these specialized 
markets there was.the keenest of competition. 

The third important aspect of the London money market grew 
out of this specialization. There was a rather sharp distinction between 
the institutions engaged in the financing of foreign and those en- 
gaged in domestic trade and investment. There was in a broad sense 
only one market. The supply of funds which was fed into the market 
from domestic and foreign sources was available for either foreign 
or domestic uses. But the specialized and powerful firms which han- 

attracted a large part of the saving of the British |>eople. To this market you might 
come with a collection of treaties bearing the smeared symbols of an African chief, a 
survey map of properties located in India, suitable for tea-growing, a concession for a 
power plant in some South American town, the prospectus of a new bond issue of the 
Erie Railroad, and And some door open to you, some dim office where your treaties, 
maps, concessions, and prospectuses would be taken as familiar chances." 

Cf. William Adams Brown, Jr., T/ie International Gold Standard Reinterpreted, 
New York, 1940, Vol. I, pp. 621-22: *'The business of the London money market is con- 
ducted with a minimum of formal correspondence. The men in the market do not 
change as readily from one connection to another as they do in other markets. This is 
one of those extremely important non -statistical facts that must be given weight in discus- 
sions of money market tc^nique, for it is a force making for the type of stability that 
goes with 'old-established' institutions and methods. It has been said that one of the 
characteristics of the peculiar British business genius is that when, by a process of 
trial and error, a method of doin^ a particular type of business has been worked out 
that in general gives satisfactory results, the business community stops at this point and 
continues to use that method as long as it proves serviceable. It was by such a process 
of finding the appropriate means of carrying out its business ^nd stopping short when 
it wi^ found that the monopoly element in the London market had its origin and sanction. 
The {internal organf:ation of the London money market is evidence of the British con- 
viction that international banking cannot be carried out under a complete laissez-faire 
system." 
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died foreign issues dominated the market and it became a subject of 
complaint that it was easier to raise loans for foreign than for domestic 
ventures. For example, in the three years 191 1-13, of the annual aver- 
age of new issues amounting to £200 miHdon, only £36 million were 
for British enterprises, while £164 million were for government loans 
and industrial ventures in the British Dominions and colonies, and 
in foreign countries. Friendly critics of the market, horn Walter 
Bagehot in 1 873 to the Committee on Finance and Industry over which 
Lord Macmillan presided in 1931, drew attention to the fact that 
British industry had its own methods of self-financing and its own 
connections with the joint-stock banks, so that it neither drew as 
heavily upon the resources of the market, nor had as much influence 
upon its organization, as was the case in most other financial centers. 

The peculiar situation developed, therefore, in which the important 
decisions of monetary policy lay primarily in the hands of the sp>ecial- 
ists in foreign trade. Britain in the fifties and sixties was the greatest 
manufacturing country in the world and, even after it was surpassed 
by Germany and the United States, it remained a great industrial 
country. But neither its industrialists nor the joint-stock banks which 
served them were directly represented upon the Court of the Bank of 
England. The Court of Directors was composed primarily of mer- 
chants interested in foreign trade, among whom international invest- 
ment houses were prominent and exercised an influence even greater 
than their numbers. 

In the last quarter of the nineteenth century, London became the 
financial center not only of Britain and of the British Empire over- 
seas but of the whole trading world. It conducted an immense and 
varied volume of financial transactions by organizing methods that 
made funds investible and yet available. A small investor could buy 
a parcel of shares, place his money on deposit with a bank, buy shares 
in an investment trust, or deposit what cash he had in a savings bank 
or building society. Insurance companies or foreign banks could place 
their temporary surpluses in the market for use by specialist brokers 
or discount houses. A foreign governmetit or national banL might 
keep its reserves almost immediately available and yet earning interest 
in the short-term market. The Japanese government, for example, 
helped stimulate a boom in 1905-6 by so using part of its indemnity 
from Russia, umil the Bank of England persuaded \t ta place the 
money in its hands. Many foreign central banks operated their mone- 
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Cary systems by keeping at least part of their reserves in interest-earning 
short-term assets in London, where gold could always be bought. 
Some of the British Dominions went further and frankly operated 
what has been called a sterling exchange standard. 

The specialized operators of the market worked on slender margins, 
relying on their specialized knowledge to lend the maximum propor- 
tion of the funds they borrowed without being caught at any moment 
short of cash to meet demands for repayment. The ultimate 
source of cash was the Bank of England. Therefore the gold reserve 
of the Bank became in effect the reserve of the whole trading world. 
It was for this purpose minute. Bagehot, writing in 1873, reported that 
for some years it had averaged about £10 million but had formerly 
been much less. Gradually it was increased to over £100 million, and 
the Macmillan Committee in 1931 urged that it should be £150 mil- 
Hon. Even these sums do not compare with the holdings of the Federal 
Reserve System in our own time, or even with those of the Bank of 
France and the Bank of Spain in earlier periods. It was a very economi- 
cal system that was operated from London and oite which required 
great skill and delicacy of judgment. 

This was supplied by the experienced and informed specialists who 
bore the major responsibility for determining policy. In their judg- 
ments the Directors of the Bank were influenced by the financial needs 
of British industry only as one consideration among many world-wide 
factors. Their motives were not altruistic but were prompted by the 
fact that. the liquidity, as well as the solvency, of the houses specializ- 
ing in international finance was the prime determinant of monetary 
policy in the most important money market of the world. 

It seems unlikely that such power will ever again accrue to a group 
of private financiers concentrated in one money market. The time has 
gone by when even a weak country will allow its people to be put 
through severe deflationary pressure in order to maintain the stability 
of its exchange rate. The situation where funds for economic develop- 
ment could be obtained only through the good offices of a specialized 
issuing house is not likely^o be recreated. What is important, there- 
fore, in this nineteenth-century experience, is not so much the details 
of its actual working but the demonstration thatvirtually world-wide 
stability of the exchange rates is possible with skillful management; 
that upon«sucti stability there may be developed a great volume of 
international investment bringing new resources into production and 
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expanding the volume of international trade. What the private capital- 
ism of the London money market achieved in the half-century preced- 
ing the first World War was an impressive demonstration of economic 
development resulting from well-directed investment and skillfully 
managed monetary policies. Any attempt to repeat that demonstra- 
tion must now reckon with heightened economic nationalism and must 
therefore proceed by international agreement. This involves a larger 
measure of intergovernmental control so that foreign investment and 
trade must in the future proceed in a different political climate. Even 
so it has much to learn from the great experiment of the London 
money market. 


THE LONG AND THE SHORT 

The interaction of the different types of investment, as they operated 
in the nineteenth-century trading system, deserves a more extended 
examination. It has been shown that there was a great development of 
international capital movements in the latter half of the century. The 
economic importance of these capital movements has been demon- 
strated and attention has been drawn to the peculiar structure of the 
principal money market. It remains now to show how the various 
forms of capital transactions were interdependent and how they oper- 
ated througli the credit system. This will prepare the way for an under- 
standing of the intricate processes by which international payments 
were balanced, national currencies were maintained at their gold 
parities, and prices were maintained in equilibrium between widely 
separated markets. 

It is necessary first to recall the emphasis placed in the preceding 
chapter on the extension of the marketing process in space. During 
the latter half of the nineteenth century the trading world was greatly 
expanded. A larger and larger variety of commodities entered into 
world trade, and the prices of a still wider range of goods and services 
over a widening area were influenced by trading activities. Thus the 
volume of transactions which involved payments across the bound- 
aries of national monetary systems continisally increased. 

The elaboration of these transactions as well as their increasing 
volume multiplied Ae financial dealings that were involved. This 
may be illustrated by considering the shifting of the crops across the 
Atlantic. Each year a large volume of cotton, wheat, and 9ther agri- 
cultural produce was shipped from the United States to Europe. Much 
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of it was shipped directly to London and by far the larger part of it 
was financed through the London money market. The ultimate debt 
that was due was payment to the American producers by the European 
consumers of these foodstuffs and raw materials. 

But the marketing process consisted of an elaborate specialization 
of dealings. It worked from both ends. The Lancashire cotton spinner, 
for instance, would want to be sure of his supplies of raw cotton. To 
be able to quote firm prices on future deliveries of yarn he needed to 
know what price he would have to pay for this cotton delivered at a 
certain date. Therefore he would be buying cotton for future delivery, 
and he would buy fairly continuously. The brokers and other special- 
ized dealers in the cotton market would thus have a flow of buying 
orders to handle. On the side of the growers there would be a more or 
less parallel flow of selling orders for cotton which dealers expected to 
be able to deliver. 

As crops became available on the market, there would be a liquida- 
tion of these transactions, the dealers on the American side handing 
over the actual material for shipment to London or Liverpool ware- 
houses, and the industrial users in Lancashire drawing from these 
warehouses cotton of the description they needed to fill their manu- 
facturing orders for yam. This actual shifting of the crops was the solid 
core of the marketing process. At any moment the payments due for 
actual deliveries would form only a fraction of the total payments due 
on account of marketing transactions. Obviously these deliveries were 
the basic reality, the raison d’etre of the whole elaborate organization. 
As long as trade flowed actively, the speculative transactions which 
were undertaken, though greater in amount than those actually im- 
plemented by deliveries of goods, were governed by those deliveries 
actual and prospective. 

It is significant of the extent to which this marketing mechanism 
deteriorated during the interwar years that the only reference to 
commodity exchanges in J. M. Keynes’s General Theory (1936) is one 
sentence in a footnote appended to an elaborate description of the way 
in which speculation has* come to dominate the leading stock ex- 
changes.** In the half-century preceding the first World War the 
commodity exchanges were active because trad^ was freer then than 
it was earlier, or than it has since become. The substantial reality of 
trading transactions formed a steady stream of enterprise, on which 

i» J. M. Keynes, General Theory, op. cit., pp. 159-60 n. 
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an elaborate play of constructive speculation did little more than 
ruffle the surface. This was true even though from time to time un- 
scrupulous and predatory individuals and groups found ways of using 
^ the marketing processes which were not '6nly disturbing to, but ac- 
tually destructive of, confidence.^^ 

At any moment a great variety of transactions fell due for settle- 
ment. Practically all of them were carried through on credit, so that 
they represented short-term debts falling due for payment or renewal. 
When the London money market was at the height of its activity and 
influence, it dealt in a far larger volume of these commodity trans- 
actions than any other financial center. The art of central banking, 
which was gradually developed to a high pitch in London, operated 
largely by manipulating the rate of interest on the various forms of 
short-term credit borrowed by dealers in the commodity markets. 

Who were these borrowers in the short-term market? They were 
first of all actual manufacturers, the I.ancashire cotton spinners, for 
example. In a time of active trade and rising prices, they would in- 
crease their overdrafts to cover production outlays on a larger scale. 
Such borrowers were not very sensitive to higher interest rates, since 
their anticipated profits from larger sales at higher prices could easily 
absorb the relatively minor interest charges. But the dealers in the 
commodity markets, of whom there were many varieties, who worked 
almost entirely with borrowed short-term money were in a different 
category. A rise in the rate at which they could borrow would quickly 
induce in them a reluctance to buy at current prices. It would almost 
as quickly cause pressure upon them to sell and therefore to lower 
their prices. 

Much of this pressure fell upon those who in various ways carried 
the stocks of goods, or titles to goods, in their progress between the 
original producers and the ultimate consumers. The far-flung market- 
ing system and the round-about capitalistic methods of production, 
had greatly widened the distance between producer and consumer 
both in space and in time. This widening would not have been possi- 
ble but for the emergence of new specialized^dealers who handled and 
financed the intermediate stages. These men, working almost entirely 

particularly bad example was that of an unscrupulous group which penetrated 
the management of the old-^tablished discount house of Overend, Gujrney & Co., whose 
unquestioned credit enabled them to float its losses on to those who subsaribed when 
it was turned into a limited liability company which failed in the crisis of 1866. Cf. 
W. T. C King, History of the London Discount Market, London, 19^6, pp. 342-56. 
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on credit borrowed for short (and sometimes very short) terms, took 
bver ownership of the titles to goods for the period after the producer 
had parted with his claim and had received payment and before the 
consumer took possession and closed the transaction by making pay- 
ment. They dealt in titles to the goods, which moved as these titles 
changed hands. 

This dealing in titles did not always involve possession of the actual 
goods. Much of it was in titles representing potential possession. This 
could be made actual at a settlement date, or could be liquidated by 
an offsetting transaction, the owners accepting or paying the price 
difference that had emerged in the interval. Thus a cotton-broker who 
anticipated a rise in prices might buy forward many times the actual 
quantity of cotton for which he had firm orders from the manufac- 
turers. At the settlement date, he would deliver what was ordered 
and close out the remaining transactions by selling an equivalent 
quantity at the now higher price. In this way he would moderate price 
fluctuations, his purchases raising the price when it was low, and his 
sales moderating the rise. 

There was a large volume of transactions always in process. Not 
only dealings on commodity account, but dealings in securities — titles 
to already invested capital — were involved. In the last half of the 
nineteenth century the legal procedures of incorporation had been 
carried to the point in most countries — especially in Britain and the 
United States — where ownership had been divided into various kinds 
of bonds and shared designed to attract different kinds of investors. 
There was also a great enlargement of the market for government 
loans. It so happened that these developments took place just when 
the use of inland bills to transfer short-term funds within Britain 
began to dwindle. The spread of branch banking, which from the 
i 84 o\s onward was the result of the process of amalgamation by which 
joint-stock banks absorbed country banks, left the London bill-brokers 
and discount houses in a position where they had little option but 
to divert their operations from inland bills to international bills and 
to the security market. • 

The titles to securities — stocks and bonds — were so readily trans- 
ferable, nationally and internationally, that lachve markets grew up 
in them.. As with commodities, there was a superstructure of specu- 
lative purehases and sales built upon the genuine investment demand. 
What the stock exchanges were engaged in doing was a continuous 
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revaluation of existing investments. Two main elements entered into 
this revaluation — the current rate of interest and expectations as to 
the state of business. The latter was the predominant influence, since 
investors and speculators do not usually Ivorry much about interest 
charges when they are buying or selling.'® The only dealers in securi- 
ties to whom movements of the short-term interest rates were of great 
consequence were the stock-jobbers who used short-term credit to carry 
securities likely to be in demand by the public, and their holdings were 
not large. 

At the beginning of a period of active business and rising prices, 
there would be a reviving demand for securities. Prices of existing 
securities would rise, and the prospect of a continuing rise would en- 
courage new issues both to meet the greater demand, and because the 
promoters, underwriters, and issuing houses concerned with the new 
flotations operated largely on short-term credit and would take ad- 
vantage of the low interest rates at the beginning of a business re- 
vival. If the revival went on to cause a stringency in the available cash 
reserves of the commercial banks so that monetary authorities fearful 
of a drain on their gold reserves raised interest rates, the dearer ac- 
commodation would have little effect immediately on the price of 
securities, but it would tend to discourage further new issues. The 
process of flotation was a lengthy one, so that there was delay before the 
rise in interest rates exerted its full effect. New issues which had passed 
through the preparatory stages of promotion and underwriting would 
still be launched. 

It was this lag in the launching of new investment projects, and the 
still greater lag between the financing and the actual construction of 
new productive enterprises, that were largely resjxjnsible for the ir- 
regular rhythm of long-term investment. Decisions were made to 
allocate credit and thereby control over economic resources in periods 
when credit was cheap. These decisions usually became effective only 
after steps had been taken to raise interest rates because more active 
trade had absorbed the available cash resources of the money market. 
The pressure of dearer credit on dealers iif the commodity markets 
would begin to drive commodity prices down just as production from 
the new ventures wa^ coming on to the markets. The inherent in- 
stability of the credit system, therefore, found its chief .expression in 
the irregularity of die market for new capital issues. Economic? devclop- 

R. G. Hawtre)', The Art of Central Banking, London, igss, pp. 
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ment proceeded by fits and starts. For brief periods there would be 
spurts of promotion activity, during which much investment would 
be made that would prove unprofitable in the ensuing period of cor- 
rection. 

In every money market this irregular rhythm would make it neces- 
sary for the dealers in credit to be constantly adjusting the structure 
of interest rates in an effort to keep the supply and demand for differ- 
ent kinds of credit in equilibrium. It was a very complex and shifting 
market, or rather series of markets, with which they had to deal. For 
those closest to the actual transactions — the various financial special- 
ists such as the acceptance and discount houses — the rate at which they 
could borrow on short term was a determining factor. For the com- 
mercial bankers who were the chief suppliers of short-term money, the 
ratio between their cash and their deposits was the index to watch. 
Their cash consisted of legal tender currency or deposits at the central 
bank which they could turn into legal currency. This meant ultimately 
tliat the central bank, which was the final source of cash and the lender 
of last resort, had to keep a watchful eye upon the trends of the 
market as a whole, in order to avoid being caught suddenly by such 
a demand for cash that its reserves would be depleted. 

In Britain in the last quarter of the nineteenth century the Bank of 
England finally, though not very willingly, accepted this ultimate re- 
sponsibility of using its powers to influence the short-term interest 
rates so as to control the amount of credit in proportion to the supply 
of cash available to the commercial banks. It came to this situation 
by historical accident, and there were many who thought that it 
would have been preferable to spread the responsibility more widely. 
It was in fact spread widely at this time in the United States where the 
banking system had no centralized control and no centralized reserve. 
In some other countries the national bank was by law required to keep 
a reserve of gold or of gold and silver which did not fall below a mini- 
mum percentage of the issues of currency. This was an onerous obli- 
gation, and toward the end of the nineteenth century many of these 
banks were keeping part of their reserves in the form of short-term 
money earning interest in London. They did so on the theory that 
the bullion market in London was free and these'itdvances could there- 
fore be turnei^l into gold at short notice. Dominion, colonial, and 
foreign cottnmercial banks also maintained balancesln London which 
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had became the chief center for the clearing and settlement of inter- 
national payments. 

Thus it came about that the gold reserve maintained by the Bank 
of England had to function not only as the reserve against the British 
currency, but was also liable to be drawn upon to meet the demands 
for gold caused by a withdrawal of foreign short-term credit. There 
was a constant tendency toward overtrading. Every firm operating in 
the market was anxious to do as much business as possible. The com- 
mercial banks were anxious to lend as much of their deposits as they 
could. The Bank of England regarded itself as a commercial bank and 
competed for certain classes of business. In the third quarter of the 
nineteenth century the volume of credit operations thus undertaken 
was too great for the very small gold reserve of the time, and the pro- 
visions of the Bank Charter Act of 1844 which required gold backing 
for all notes issued beyond a fixed minimum amount had to be sus- 
pended in 1847, 1857, and 1866. Gradually, however, the market 
learned the limits of safe operation and the Bank’s reserve was in- 
creased, so that later crises were successfully weathered until the out- 
break of war in 1914. 

If London was a great borrower, it was also a great lender. There 
was a considerable body of informed opinion, from the time of Walter 
Bagehot at least, which expressed concern over the growing amount of 
foreign short-term money always liable to be withdrawn suddenly from 
London in a crisis. Whenever there was credit stringency abroad this 
short-term money was withdrawn. But London was not defenseless. 
On the contrary, it could by raising the short-term interest rates bring 
pressure upon every other financial center. The London discount 
market financed a large part of world trade so that it was estimated 
in 1914 that £350 million was out on bills of exchange falling due 
within at most three months. A rise in interest rates would restrict 
these operations. Bills falling due would be collected and new bills 
would not be accepted in the same volume. 

It should be clearly understood that such an operation was possible 
only as long as foreign financial centers play«d the gold standard game. 
When London took steps to raise its interest rates, lending would be 
restricted in London <fiid in other money markets. There would be an 
inflow of funds to London as foreign bankers took steps to increase 
their sterling funds in order to take advantage of these higher interest 
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rates. This would mean that, while London was not accepting the 
same volume of commercial bills, other centers were buying sterling. 
Therefore the higher London interest rate would make sterling a more 
valuable currency, and other currencies would be forced down in 
value. If this process went on for long, it would force the value of 
foreign currencies to the point where gold would flow to London. 
Thus by the simple expedient of raising the discount rate, London 
could attract short-term credit and gold from every other center. 

But in the peculiar circumstances of the London money market, 
there were many devices by which the international merchants and 
financial specialists who were most influential in the market and on; 
the Court of the Bank were able to attract short-term credit or gold, 
without raising the Bank rate of discount. They could and they did 
use persuasion in London and abroad. They could vary their holdings 
of government securities, buying when they wanted to release cash to 
the market and selling when they wanted to secure control of short- 
term credit. They would “borrow on Consols,’' that is they would sell 
their holdings of British government securities against equivalent 
future purchases. They would vary the buying price for gold by for- 
going or increasing the charges made for coining. There was a whole 
gamut of devices which could be used for the correction of minor dis- 
equilibria. And, in the complicated play of the market, it was often 
difficult to discover when the Bank was at work and what it was trying 
to do. 

Every financial center at every stage of its development has worked 
out such devices. The ingenuity of Dr. Schacht and his advisers was 
responsible for a whole new series of them in the peculiar conditions 
of the early years of the National Socialist regime in Germany. The 
complicated relations between the United States Treasury, the Fed- 
eral Reserve Board, the Federal Reserve Banks, and the other finan- 
cial institutions in the United States have offered scope for practices 
very different from those which were worked out in the nineteenth- 
century London money market. 

These details of banking mechanisms are of interest primarily to 
practical operators. Detailed knowledge of them is not necessary to an 
understanding of the principles upon which the international gold 
standard operated. The study of those principles has been unneces- 
sarily obscured by a confusion between these acx:idental details of 
practical operation worked out in London, and the essential nature of 
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the economic processes involved in the settlement of international 
obligations. Because there was so much regard for historical tradition 
in London, the details were very confusing and often misleading to 
those unfamiliar with that tradition. New devices of operation have 
now to be invented if the International Monetary Fund created by 
the Bretton Woods Agreement in 1945 is to act the part played by the 
Bank of England in the nineteenth century, as the ultimate regulator 
of the process through which international payments are settled. 

The process of international payments reduced to its essentials was 
not unduly complicated. It came to a focus in the balancing of pay- 
ments between national currencies. This balancing was continuous. 
At any moment a large volume of transactions fell due. These were 
of many kinds — bills drawn in payment for actual shipments of goods 
or securities or for speculative sales and purchases; transfers of funds 
to take advantage of differences in the short-term interest rates; pay- 
ments of interest on long-term investment or drawings on funds sub- 
scribed for new investments; payments for shipping, insurance, finan- 
cial or commercial commissions, remittances for government expendi- 
tures, philanthropic gifts, emigrants* remittances, and many other 
expenditures across national boundaries. If any country had more pay- 
ments to make than to receive, the value of its currency would fall. 
This was because its citizens who wished to buy foreign currencies 
would compete and offer more of the local currency in exchange for 
the foreign currencies they needed. 

In every money market this continuous balancing of payments in- 
volving other currencies was part of an equally continuous process 
of settling payments within the country concerned. There Avas only 
one national market and its rates of interest for various forms of credit 
were interrelated and competitive. But in the decades preceding 1914 
when the international gold standard was in operation, the inter- 
national balance of payments was of peculiar importance since heavy 
foreign payments Avould push down the international value of a na- 
tional currency. If this state of affairs persisted, gold might be with- 
drawn from the currency reserves and exported. If there Avas even a 
possibility of this happening, the monetary authorities of the country 
concerned would taSte steps to tighten interest rates. This would 
quickly affect foreign traders, causing them to reduce prices. The 
lower prices woiiVd restrict imports and expand exports. It avould also 
reduce incomes in the country Avhich had raised its interest rates and 
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this would reinforce the restriction of imports and expansion of ex- 
ports. Thus the effect of higher interest rates would be to bring, pay- 
ments due for imports into equilibrium again with the payments 
receivable for exports. 

The London money market was not only the agent of the greatest 
importing country in the nineteenth century, it was also the center 
where international payments were ultimately cleared. Sterling was 
not only an important national currency, it was also the medium for 
settling international payments. Therefore the movement of interest 
rates in London was of particular importance. Those interest rates 
were fixed by the bargaining processes of highly competitive special- 
ized markets. But they clustered about one central rate — the rate at 
which the Bank of England would discount approved bills. Bank 
rate, as it was called, was fixed every Thursday and if it was changed, 
the structure of interest rates in the market would go up or down with 
it. Thus the ultimate control of the money market lay in the hands of 
the Bank directors, and these men were primarily interested in inter- 
national trade and finance. There is no evidence that they were moti- 
vated in their decisions by any particular tenderness for other than 
their own interests. But those interests were far-flung and intimately 
connected with the economic prosperity particularly of the developing 
new countries. More and more the indices which they interpreted were 
those reflecting world trade and finance rather than national produc- 
tion and employment. 

It was unfortunate that a by-product of this competitive regulation 
of the money market was the irregularity it produced in the flotation 
of new capital issues. The result was that investment in Britain and 
abroad fluctuated with a lag following the shifting state of credit in 
the short-term money market. The necessity of occasional pressure 
on the credit facilities used to finance commodity trade and the specu- 
lation connected with it imparted an irregular rhythm to investment, 
and this contributed to the periodic swings of overinvestment and 
subsequent liquidation. 

As long as competition Remained the dominant principle of trade 
and finance, such fluctuations were the price of freedom. The marvel is 
not that they occurred, but that they were not mok% violent. The whole 
marketing process for capital as well as for commodities was dispersed 
and impe{;sonal. Nothing is more remarkable in reading over th6 
records of the latter nineteenth century than the reliance expressed 
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at every turn upon what was generically termed the market. The 
banker who foreclosed an overdraft, the trader who quoted a price, 
the financier who floated a loan, did not regard himself as more than 
the interpreter and agent of impersonal anil irresistible market forces. 
The law of supply and demand attained an authority which the Ten 
Commandments never had. The unforgivable sin was to be caught 
short on a settlement date. 

At the top of the pyramid the Bank of England directors held the 
same view. They were the custodians of the reserves not simply of the 
London money market, but of the world-wide trade and investment 
which were cleared through that market. The particular devices which 
they used in an effort to keep all the fluctuating demands on the market 
in equilibrium are now mainly of historical interest. What is of basic- 
importance for an understanding of the trading system in which they 
were the central figures was their implicit reliance upon competitive 
forces to maintain market equilibrium in detail and in the aggregate 
— for the short as well as the long term. Even when they took positive 
action — by lowering or raising Bank Rate to correct what they re- 
garded as a departure from equilibrium — they regarded themselves 
not as the managers of the market but as brokers or middlemen re- 
sponding to market pressures. 



CHAPTER XII 


THE INTERNATIONAL GOLD 
STANDARD 


THE BAtTLE OF THE STANDARDS 

The present chapter explains how the foreign exchange market func- 
tioned from 1870 to 1914. It continues the theme of the two chapters 
immediately preceding, which have outlined the development of 
commodity markets and of the market for capital. What is under dis- 
cussion here is the market for currencies, which was an integral part 
of the marketing process. In that process, the competitive pricing of 
goods and services made possible the comparisons of value that con- 
stituted .a basis for trade. But these prices were quoted in national 
currencies — in dollars, francs, marks, sterling, and a variety of other 
monies. Thus the market in which these currencies were exchanged 
was an essential part of the world trading mechanism. The interna- 
tional gold standard was more than a monetary system. It cannot be 
understood, as it cannot be operated successfully except as part of the 
trading system in which it was developed. 

Gold has exercised a fascination over the minds of men from time 
immemorial. It has been sought all over the world under conditions 
often of almost incredible hardship. It has been cherished for its beauty 
and for its use as ornament. Always it has been in demand as a virtually 
imperishable store of value. More than any other of the commodities 
that have at various times been used for monetary J^urposesr-cattle, 
various metals, wampum beads, shells, rum, tobacco, cigarettes — it 

S6o 
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possesses the qualities that make it generally acceptable in exchange. 
Writing in 1875, Walter Stanley Jevons following earlier writers 
summed up these qualities in a catalog which has been repeated by 
practically every subsequent writer on the^ybject — utility and value, 
portability, indestructibility, homogeneity, divisibility, stability of 
value, and cognizability. 

Gold and silver had been used for monetary purposes long before 
the nineteenth century. In Europe as trade expanded from the thir- 
teenth century onward, these two precious metals gradually displaced 
all other monetary commodities. Eor hundreds of years they were 
used simultaneously without any provision for regulating their value. 
It was early recognized that their value fluctuated in terms of each 
other and as between the face value of the coins and the intrinsic value 
of those coins as bullion. For centuries, therefore, there was confusion 
in the monetary systems. One or other of the metals was constantly 
tending to disappear from circulation. The heavier coins would be 
melted down and only the worn and light coins would continue to 
circulate. 

In 1 7 1 7 Sir Isaac Newton in his capacity as Master of the Mint made 
a survey of the state of the British currency. He showed that the source 
of confusion lay in the fact that both gold and silver were used as 
standard coins. Gold was still a scarce commodity, too expensive for 
use as a medium of circulation. Practically all of the monetary legisla- 
tion of the eighteenth century in Britain, and of the nineteenth cen- 
tury also in other countries, was aimed at maintaining the purchasing 
power of the silver coinages which were in common use. However 
in 1816, the British passed the Coinage Act which took the decisive 
step of limiting to forty shillings the amount of silver that could legally 
be tendered in payment. of a debt. Gold had long been the de facto 
standard; but after 1816 silver became a subordinate coinage and 
gold became the legal standard of value in Britain. 

The silver-producing interests naturally made strenuous efforts to 
retain governments as customers for their product, and they were not 
wholly unsuccessful, especially in the United States. The economic 
argument for the continued use of silver raised two issues. The first 
was the effect upon fuch countries as India and China — where the 
poverty of the f)opulation made gold too expensive for monetary use 
— of diverting ter them the large quantities of silver made available 
by the closing of the mints in other countries to the coinage of silver. 
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The second was the disturbing eflEect upon commodity prices of valu- 
ing them in terms of a single metal which was still scarce. 

The silver-producing interests had stalwart allies among statesmen, 
officials, and economists who were concerned for the welfare of Asia, 
and for European trade with Asia, as well as among those who feared 
the social consequences of the deflationary pressure on price levels 
which followed the adoption of the gold standard by one country 
after another in the years 1873 to 18^7. Continental statesmen and 
economists particularly in France and Poland were deeply divided on 
the question. In the United States popular resentment against the 
agrarian consequences of a persistently falling level of prices found an 
eloquent spokesman in William Jennings Bryan. Even in England 
where the issue had long been decided, men of such eminence as A. J. 
Balfour and Sir David Barbour, as well as the two greatest economists 
of the period, W. S. Jevons and Alfred Marshall, were sufficiently im- 
pressed by the arguments of the bimetallists to give serious considera- 
tion to international plans for a regulated bimetallic standard. 

Thus it is important to realize that the international gold standard 
did not come into existence until the 1870's and then only after vigor- 
ous dissent in many quarters and reluctantly and partially in many 
countries. Britain was on gold from 1816, but the international gold 
standard began to be a reality only in 1873 when the adherence of 
Germany followed immediately by that of the Scandinavian countries 
became effective. The decision of the United States was taken in that 
year also but did not become effective until 1 879. France and the other 
countries of the Latin Union which had been formed in 1865 (Bel- 
gium, Holland, Italy, Switzerland, and later Poland and Romania) 
struggled to preserve the bimetallic standard. But a continuing fall 
in the price of silver drove them by 1 876 to suspend its coinage. When 
Russia and Japan went on to the gold standard in 1897 the process 
was virtually complete. Two years later the Indian government put 
that country on what is now known as the gold-exchange standard, a 
system by which the issues of circulating paper and silver coins were 
regulated according to th^, inflow and outflow of a gold fund held in 
London. The period during which the international gold standard 
was fully operative is less than twenty years, frdin 1897 *9 *4* 

In the United States after the California gold rush in 1849, the 
silver dollar virtually disappeared from circulation. Both silver and 
gold were standard money, but the prices at which the metals were 
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purchased for coining made silver more valuable as bullion than as 
coin; so that silver dollars disappeared from circulation and ceased to 
be offered as backing for silver certificates.^ Coinage and legal tender 
of silver were limited after 1853 and frobr that time forward the 
United States was de facto on the gold standard. An act of 1873 legal- 
ized the gold standard and fixed 1879 as the date for resumption of 
specie payments which had been suspended during the Civil War. 
In the seventies, however, the price of silver was falling heavily. The 
silver mines of Nevada were beginning to add their supplies to those of 
Montana, Colorado, and New Mexico, while the world demand was 
shrinking as the mints of one country after another were closed to 
the coinage of silver. The silver producers, therefore, pleaded for the 
re-establishment in the United States of the double standard. 

From 1873 to 1897, as one great country after another began to 
accumulate gold for monetary reserves as well as a stock of gold bullion 
for coining, there was good reason to fear that the suddenly increased 
demand for gold would force up its value in terms of commodities. 
This is in fact what happened. The prices of goods and services were 
calculated in terms of standard gold money. In order to buy gold in the 
bullion market the national monetary authorities had to offer the 
currency demanded, usually sterling, since London was the principal 
gold market. The price of gold, and of all currencies on the gold stand- 
ard, was fixed in terms of sterling. The only way in which sterling funds 
could be accumulated was by building up an excess of export receipts 
over import payments. Germany did this in part by using a large por- 
tion of the indemnity paid by France after the war of 1 870, thus passing 
on to France the necessity of producing an export surplus. 

In general, the only way to sell abroad was to lower prices. Most of 
the exjjorts to England were foodstuffs and raw materials. Supplies of 
grain from the Midwestern United States and many other newly de- 
veloping areas were coming on to the market in ever-increasing quan- 
tities and their pressure on the market was supplemented by the com- 
petition of such countries as Germany and Russia bent on acquiring 

• 

* 1 When the United States achieved its independence, there was a variety of gold and 
silver coins in circulation, Jicchangeable at their bullion value. In 1785 Congress voted to 
adopt the silver dollar as standard; but in 1791 Alexander Hamilton, as Secretary of the , 
Treasury, recommended to Congress a bimetallic system. The adoption of this recom- 
mendation in 1792 did not, as Hamilton hoped, attract gold to circulation since it was 
undervalued at the ratio chosen. In 1834 the ratio was changed in favor of gold, and sil- 
ver tended to disappear from circulation. 
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gold reserves. From the economic depression of 1874 until 1896 the 
general level of prices fell in a succession of crises which caused hard- 
ship on agricultural producers everywhere. Inevitably they connected 
their distress with tlie adoption of the new monetary standard. And 
they were right, at least in part. The remedy, however, did not lie, as 
the bimetallists argued, in a return to the double standard of gold and 
silver, nor in the issue of paper money as was often contended at the 
time. The proper cure was in the devising of more flexible instruments 
of check credit. 

Consultations among the double-standard countries were held even 
before the international gold standard began to be accepted. During 
the period of cheap silver, France lost gold to England, but drew gold 
from the German states which consulted frequently in an effort to 
devise some means of protecting their monetary circulation and re- 
serves. In 1865 the Latin Union was formed and held annual con- 
ferences. In 1867 the first of many international conferences on the 
silver question was held at Paris. The most important of these confer- 
ences was the second, held in 1878 as a by-product of the attempts in 
the United States to remonetize silver. A third conference met in 
1881-82. In 1887 the British Royal Commission on Gold and Silver 
followed the commission which had reported in the preceding year on 
the depression in trade and industry. Other international conferences 
were held in Paris in 1889 and 1892-93, but without any practical 
result. 

The conference of 1892-93 marked the end of the bimetallic agita- 
tion. The lines had been drawn fairly consistently throughout the 
whole agitation. Delegates from the United States, the largest producer 
of silver, proposed free coinage of silver at a fixed ratio with gold, to 
be determined by international agreement. The British recognized 
that the complete demonetization of silver threatened to produce an • 
unparalleled commercial crisis but they declared that England could 
not consent to modify the gold standard which had served her so well. 
After 1871 the Germans were of this opinion also, and at each succes- 
sive conference the number of countries committed to the gold 
standard increased. Various suggestions were debated for a limited 
but generous coinage of silver and for international agreement to 
maintain a fixed ratio with gold. 

The flo6ding of the Asiatic countries with silver raised prices in 
those countries and imparted an element of instability to their trade. 
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On the other hand, the scramble for gold was a powerful deflationary 
force over the widening area of the international gold standard. But 
Britain was the most advanced industrial country in the world. The 
London money market financed the worlk^s trade and a substantial 
part of the new economic development in many of the new countries. 
The gold standard had served Britain well, officially since i8i6 and 
de facto for almost a century before that. The bankers and the trading 
public had come to rely upon gold as a symbol of conservative banking 
practice. There was never any readiness to go back to the alternating 
shortages of gold and silver in a double standard. 

Meantime the art of central banking was being perfected, and by the 
early nineties it was clear that more flexible credit policies were easing 
the strain on price levels. The gold discoveries in the Transvaal came 
opportunely at this moment, and the cause of silver as a single standard 
or as an alternative to gold was irretrievably lost. Only China clung 
to it until driven at last by renewed American silver purchases at an 
artificial price to abandon its traditional silver bullion standard in 
1935 - 

This phase of monetary history has been thus briefly recalled to 
emphasize three major points. The international gold standard was 
established piecemeal and with difficulty between 1873 and 1897. Its 
establishment was attended by deflationary pressure on the price level 
and by all the social hardships associated with such pressure. And what 
was established in the end was not a pure gold standard, in any country 
or internationally. Rather it was a series of credit systems based on gold 
and linked with each other by fixed exchange rates. 

This last point needs some elaboration. In all the countries on the 
gold standard, the standard measure of value was a gold coin, minted 
witliin a narrow tolerance of a given weight and fineness. Thus the 
dollar contained 25.8 grains of gold, nine-tenths fine and the English 
sovereign 123.27 grains of gold, eleven- twelfths fine. These facts can 
be stated in another way: one ounce of gold containing one part of 
alloy in ten was worth twenty dollars and sixty-seven cents, while the 
price in English money of one ounce of gdld containing one part of 
alloy in twelve was tj;iree pounds seventeen shillings and tenpence 
halfpenny. These odd amounts had been arrived at by fixing them at 
the market value of gold at the moment when the currencies were 
stabilized. 

The value of one currency in terms of another was therefore de- 
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fined by the gold content of the standard coins. If both coins were in 
the same place, the exact value of one in terms of the other could be 
calculated by finding how much gold it contained in comparison with 
the other. If allowance was made for the different fineness and for mint- 
ing charges, this ratio, which is known as the mint par of exchange, 
worked out at $4.8665 to the pound sterling. The equation could 
be extended to include other currencies so that $4.8665 = £1 = 
M. 20.40 = Fr. 25.25. 

Actual rates of exchange, that is the prices quoted in one financial 
center for currencies available in another, fluctuated narrowly about 
these ratios. The limits of fluctuation were set by the cost of transport- 
ing gold from one center to another. Thus if the costs of transport — 
mainly interest and insurance during transit — between London and 
New York amounted to 3 cents on the pound sterling each way, the 
rate would vary between $4.8965 and $4,8365. The former was known 
as the gold export point from New York and the gold impKjrt point 
to London. If an American debtor had to pay any higher than this to 
buy the sterling he needed in London, it would be worth his while 
to buy gold in New York and pay the costs of shipping it to London 
to pay his debt. In the same way if the rate fell below $4.8335, it would 
pay an Englishman who had a debt to settle in New York, to ship gold 
from London. 

Within these narrow limits of the gold points the exchange rates 
were fixed as long as the various countries adhered to the gold stand- 
ard. This was a great advantage from the viewpoint of international 
trade and investment. It was the closest approximation to a uniform 
currency the world has ever come. It eliminated the risk that the 
profits of a trading transaction would be extinguished by a sudden 
fall in the exchange rate, or that a foreign investment would lose a 
large part of its capital value in the same way. This stability of the 
exchanges was one of the main reasons for the great expansion of 
trade and the even greater expansion of international investment 
after 1870. 

When the exchange rates were fixed in this way, any adjustment 
that became necessary to balance payments between national currency 
fjrstems was thrown on to the prices of commodities and, as will be 
shown lajer, on to the rates of interest. For example, if there was a 
large harvest in the United States so that British imports of wheat 
called for larger sterling payments to be transferred into dollars, the 
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demand in London for dollars would force up the price of dollars. 
Englishmen would then get fewer dollars for a pound sterling. If 
this dollar value of sterling was forced down to the gold export point 
from London, foreign exchange dealers %ould then present bank 
notes, directly or through their bankers, to the Bank of England and 
get gold to send to New York. The loss of this gold from the Bank's 
reserves would force it to contract credit and thus lower commodity 
prices until imports were checked and exports encouraged to the 
point where inward and outward payments again balanced. 

This is an extremely simplified statement of what actually happened. 
If the currencies had consisted solely of gold coins the balancing 
process would have been direct and simple. It has already been ex- 
plained in describing the classical price specie-flow theory of the 
balancing of payments. Assuming that no other money was in circula- 
tion as a substitute for the metallic standard, the relation between the 
available supply of money and the level of commodity prices was 
equally simple and direct. A reduction in the circulation would cause 
a proportionate fall in prices and vice versa. In these circumstances 
the stability of the exchange rates would be automatic. As soon as the 
actual rates departed from the mint par by more than the costs of 
shipping gold, there would ensue a movement of bullion or coin to 
remedy this difference. 

By the time the international gold standard came into effective 
operation in the third quarter of the nineteenth century, these simple 
conditions had long ceased to prevail in the more advanced trading 
countries. Bank notes (bills) were in common use almost everywhere, 
and bank deposits subject to check were the medium through which 
the larger commercial transactions were made. The use of these sup- 
plementary moneys clearly influenced the value of gold as expressed 
by the level of commodity prices. In effect they multiplied the money 
that could be circulated on a gold basis. The amount of standard gold 
coin in circulation and the reserves of gold upon which paper money 
could be issued formed what is technically known as the '‘cash basis." 
Upon this basis a large and flexible “superstructure of credit" was 
built. The legislation governing the issue of paper money and the 
conduct of deposit banking, and still more the customary practices 
by which banking was conducted, differed from country to country. 
But, in all countries, the credit superstructure was flexibleih 

The international gold standard was essentially a monetary system 
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in which gold had ceased to be the main circulating medium and had 
become the reserve and ultimate standard of value. The relation of 
the standard money to the price levels was complicated by this fact. 
Prices could rise by an extension of credit which need not always de- 
pend upon an increase in the supply of gold. The monetary steps 
necessary to maintain stability of the exchange rates therefore came 
to be the technical procedures for manipulating the credit superstruc- 
ture. 

The working of the international gold standard has so far been sum- 
marized and will be explained in more detail in later sections of this 
chapter, by emphasizing the relation between the available supply 
of money and the level of commodity prices. This was the relation 
which was emphasized by the classical and neo-classical economists. 
Modern economists lay greater stress upon the fact that an expansion 
of commodity exports placed a greater amount of purchasing power in 
the hands of the exporting groups so that there was an expansion of 
national income, multiplied in the national economy by the expendi- 
tures of these exporters upon local goods. In this view an expansion 
of commodity exports represented an addition to national income. 
On the contrary, an expansion of commodity imports represented what 
is now called a leakage of national income. 

The inflow of gold which accompanied an expansion of commodity 
exports made possible an expansion of the credit superstructure. The 
outflow of gold which accompanied an expansion of imports neces- 
sitated a contraction of the credit superstructure. These changes in 
the credit superstructure accommodated Iroth the increased or de- 
creased purchasing power (the income effect) and the higher or lower 
levels of commodity prices (the price effect). Modern economists are 
concerned with the income effect but their nineteenth<entury prede- 
cessors emphasized the changes in commodity prices. The exposition 
of gold standard practices given in this chapter follows the classical 
tradition for two reasons — because this makes possible greater sim- 
plicity of treatment and because the effect of changes in the credit 
superstructure iipjon commodity price levels was more important in 
the period during which the international gold standard was operative 
than it has been since the international gold standard ceased to operate 
in 1931; 
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A SUPERSTRUCTURE OF CREDIT 

The evolution of paper money and of credit follows a very different 
course from that of the metallic standardsl Historical origins can be 
traced far back in many countries, especially in respect to bank notes 
and to bills of exchange. The modern forms of these monetary de- 
vices, however, are not found in any country much before the nine- 
teenth century. In many countries their development comes quite late 
in that century. There is no tradition of reliable paper money reaching 
back through the centuries and no psychological basis for popular faith 
in paper as a circulating medium, a standard of value, a standard of 
deferred payments, or a store of value. On the contrary, the advocates 
of gold can cite many historical cases of paper currencies falling into 
complete demoralization. Economists from the time of Adam Smith 
have been aware of the advantages of credit.^ Enterprising merchants 
have never hesitated to make use of it. Indeed they have constantly 
pioneered new forms of trading ufK>n credit. There is, however, a 
long record of disasters — John Law's Mississippi speculations, the 
South Sea Bubble, the assignats of the French Revolution, the green- 
backs of the Civil War in the United States, and the debacles of many 
currency systems after the hrst World War. 

There is still another respect in which the evolution of credit differs 
from that of the gold standard. It is a national rather than an inter- 
national story. It is, therefore, at once more varied, more official, and 
more closely related to national needs and circumstances. The choice 
of gold as a monometallic standard, though consecrated finally by the 
action of the governments, was primarily the result of a preference 
for that metal shared by the traders and bankers of all the great trad- 
ing countries. One of the merits of the gold standard in the eyes of its 
protagonists was that, once established, its maintenance could be left 
to the free operation of market forces with a minimum of government 

2Cf. Wealth of Nations, Bk. 11, Ch. 11: ‘*The gold and silver money which circulates 
in any country may very properly he compared to a highway, which, while it circulates 
and carries to market all the grass and corn of the coujitry, produces itself not a 
pile of either. The judicious operations of banking, by providing, if I The 

so violent a metaphor, a son of waggon- way through the though they 

to convert, as it were, a greaf part of its highways into good ^ as it 

thereby to increase very considerably the annual no travel about 

commerce and industry of the country, hpnyi paper money, as when y 
may 1^ somewhat augmented, caif^fVer.” 
were, suspended upon the ^ 
upon the solid gro*”" ’ 



m 


THE COMMERCE OF NATIONS 


interference. Moreover, the market forces were international and 
independent of the political pressures arising from the fiscal necessities 
of particular national governments. 

This faith in an external and automatic agency of control over the 
mischievous interference of politicians with the law of supply and de- 
mand proved to be an illusion. The credit instruments which were de- 
\'eloped to economize the use of gold were liable to abuse. National 
governments were forced first to regulate the issues of paper money, 
and later to control the use of bank credit. For the brief period from 
1873 to 1914, they did so within the limits set by, and in an effort to , 
maintain, the gold standard. But the control was always national and 
the divergences, both of national circumstances and of national con- 
trols, steadily widened. 

As long as one great money market in which international trade and 
investment dominated national industry was able to exercise a pre- 
dominant influence over the fund of credit available for trading pur- 
poses, the gold standard could be maintained by other countries ac- 
commodating themselves to the shifting pressures in that dominant 
market. All that was necessary was that those responsible for national 
monetary policies should regard stability of the exchange rates as the 
criterion of successful management. Whenever a situation arose in 
which a loss of gold from monetary reserves threatened to depreciate 
the exchange rate, the national authorities concerned took action to 
correct it. In most cases this took the form of refraining from taking 
action that might hinder market forces from correcting the situation 
automatically. No matter at what cost in lowered prices, bankruptcies, 
and unemployment, it was believed that the national currency must 
not be allowed to depreciate in terms of gold and, therefore, of other 


currencies. 

It is necessary at this point to safeguard against the common mis- 
conception that London monopolized, or at least dominated, the 
foreign exchange market. Most Englishmen took for granted the vir- 
sterling currency. They did their business and made 
r-^ans in sterling. Even when London accepted bills of exchange 

. "'vflnance trade between the United States and China, for ex- 

than It has been w. ,, , j . j . 

^-'Id usually be drawn in sterling.** London was the 
in 1931^ ^ ^ 

'-r. Foreign Banking Systems, New York, 19S9. 

'^rrociuction of the mark acceptance 
va\r flight which "lasted 
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principal trading, investment, and clearing center. Inevitably it pro- 
vided the sterling counterpart of whatever foreign exchange trans- 
actions were made against sterling. But so large a part of the world’s 
trade and investment was conducted actually in sterling that the 
transactions which required translation into or from other currencies 
could usually be left to the initiative of dealers in the countries con- 
cerned. It is therefore misleading to analyze foreign exchange dealings 
in terms only of the highly developed and peculiar structure of the 
London money market. In the time of the international gold stand- 
ard the market for currencies was widely dispersed, and only in 
times of crisis, when it became necessary for foreign banks to buy 
sterling for clearing and settlement purposes, was London a large 
dealer. 

The foreign exchanges were keptstable by other countries keeping 
their currencies pegged on sterling at the mint par, or at least within 
the gold points. This involved action to adjust credit conditions and 
commodity prices all over the world. Such action in New York, Berlin, 
Paris, and other centers was taken through the mechanisms peculiar 
to those markets. Analysis in terms of central banking policy, operating 
as in London through the Bank of England’s relations with the short- 
term market and the commercial banks, ought not to be applied to 
New York where there was no central bank and the short-term market 
had a quite different character from that of London. Nor should it be 
applied to Berlin where the functions of banking had developed in 
closer liaison with the investment market, and the central bank was 
primarily an instrument of government policy.^ Thus a brief examina- 
tion of banking developments in the main trading countries will 
demonstrate how different were the credit superstructures built in 
different countries upon the common gold standard. 

The British system of banking in the nineteenth century, despite its 
traditional forms and the historical accidents of its evolution, was a 

for decades and, when the war came (1914), a point had just been reached at which the 
mark acceptance in direct transactions with German Arms had partially established 
itself alongside the pound sterling/* For the situation in the New York market cf. Mar- 
garet G. Myers, The New York Money Market, New Yolk. 1931, Vol. I, pp. 349-50, espe- 
cially the concluding sentence: ‘^Dependence upon London became increasingly irk- 
some to New York but it not until after 1913 that this ceased to be the normal 
relation/* Cf. also William Adams Brown, Jr., op, cit,, Vol. I, pp. 637-38. 

*Cf. Charles A. Conant, A History of Modern Banks of Issue (6th ed.), New York, 
G. P. Putnam*s Sons, 1927, p. 186: “The existing banking system of the German Empire 
is a part of the fabric of imperialism which was so industriously built up by Prince Bis- 
mardc from the beginning of his premiership in 1862 until his retirement from office,'* 
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smoothly working and efficient instrument. The Bank of England 
was a private corporation, but from its foundation in 1694 it had been 
the government’s banker. There was therefore no problem, such as 
occurred in the United States, of the erratic influence exerted until 
1914 by an independent treasury upon the money market. By reason 
of its close relations with government, the Bank of England enjoyed 
certain privileges, notably that of note issue. But, unlike the Imperial 
Bank of Germany, it was not dominated by government direction. Its 
policy was decided primarily by the merchants and merchant-bankers 
engaged in foreign trade and foreign investment. 

After the Bank Charter Act of 1844, ^he Bank’s monopoly of note 
issue put it in a position to control the cash reserves upon which the 
commercial banks built the country’s superstructure of credit. The 
use of checks drawn upon bank credit came early in Britain. It de- 
veloped in the seventeenth century, and by 183?, Charles Babbage 
could write in his Economy of Machinery and Manufactures, that “all 
payments are made through written orders called checks.*’ ® With the 
incorporation of the first joint-stock banks, outside London in 1826 
and within the city in 1833, check banking spread rapidly. It was 
facilitated by the growth of industrial corporations after limited 
liability of stockholders was introduced in the late fifties, and still 
more after limited liability was allowed to banks in 1858, and reserved 
liability was introduced in 1879.® By this time the overwhelming bulk 

The word check has many meanings and a long history tracing hack to the Persian 
word Shah, meaning king. It came into Arabian from the Persian, and was reintioduced 
into Persian in connection with the game of checkers (from which chess developed in 
India probably in the fifth century a.d.). The expression shah-mat (checkmate), meaning 
the king is dead, indicates the original use. The woid in various forms was borrowed by 
the Romans fiom Persia, and was reintroduced by the Moslems into Spain. In course of 
time various meanings developed, connected with restraint, with the pattern of the 
checkered lx»ard, or with a countermove or counterpart. I'he original use of the word 
check to denote a monetary instrument referred to the counterfoil of a draft; but the 
meaning was transferred to a draft having a counterfoil, and thence to '‘a written onler 
to a banker by a person having money in the banker s hands, directing him to pay, on 
presentation, to l)earcr or to a person named the sum of money stat^ therein." This 
usage W'as common by 1818 since a purist in that year complained that "this word is 
often corruptly used for the draft itself of the person on his banker.” The English spell- 
ing, cheque, was originally a library affectation, based on a false derivation from ex- 
chequer, the French word used for the checked table on which tax receipts were countetl 
in the Middle Ages. It does ntft occur till toward the middle pf the nineteenth century. 

<tThe 1858 act was passed after the failure of several banks in 1857 ruined their share 
holders, but the privilege was not used by the larger joint-stock banks until after the 
collapse of the City of Cdasgow Bank in 1878. In the following year, the new form of 
“reserved liability" was created, by which uncalled capital to a certain amount could be 
drawn upon to repay depositors in the event of Uc|uidation. 
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of payments was being made by check — bank notes and coin serving 
only for supplementary payments. 

The amount of credit given by commercial bankers to their cus- 
tomers and available to be drawn upon by cheCfk was not independent 
of the amount of gold and bank notes in the country. By experience 
bankers had found that it was prudent not to extend credit beyond a 
certain multiple of their cash, including their balances at the Bank 
of England. The Bank of England kept gold sufficient to redeem the 
notes it issued. The commercial banks kept actual coin, notes, or de- 
posits at the Bank which they could turn into notes, or if necessary 
into gold. This item, which appeared in their statements as “cash in 
hand or at the Bank of England,” was gradually allowed by 1914 to 
fall to 10-1 1 per cent of the sight demands that might be made upon 
them. If at any moment it fell below the conventional percentage the 
banker would take steps to call in some of his loans and overdrafts, 
and would be prudent about making fresh commitments. There was, 
however, a considerable element of flexibility in the fact that both 
the amount of available credit and the rapidity of its turnover, varied 
with the state of business. 

It was a peculiarity of the British system that the secondary reserves 
of the bankers, which were invested in the short-term money market, 
found their normal outlet in loans to the acceptance and discount 
houses which financed international trade. British merchants and 
manufacturers had gained a long start in the industrial revolution and 
were usually capable of financing their own commercial operations. 
The Stock Exchange and the banking houses which specialized in new 
capital issues were also strongly financed. The available short-term 
money in London was a very large amount since it consisted not only 
of the balances which' formed the second-line reserves of the British 
banks, but also of the funds kept in London by colonial and foreign 
banks for the settlement of balances in the international accounts of 
their countries. So active was the money market that unused balances 
from many other sources found their way to London, where they were 
used primarily in the financing of intern-'.tional trade. It was -always 
possible for banks or individuals to lend their temporary balances on 
very short terms to the discount houses which specialized in the dis- 
counting of commercial bills. 

One other fact must be emphasized. With the great expansion of 
payments by check, the medium for payments was bank deposits 
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rather than paper money or gold. The prices of commodities were 
quoted in units of the standard money, gold. But the value of .that 
money in commodities fluctuated in accordance with the amount of 
credit available. This had a loose relation to the amount of gold in 
the reserves of the banking system. But it was the play of the commod- 
ity markets in the all-pervading credit medium which determined the 
value of gold rather than gold determining the level of commodity 
prices.^ 

It would be too large a digression from the theme of this volume to 
attempt even a brief survey of the evolution and characteristics of 
the different national banking systems, which in other countries de- 
parted widely in many important respects from this British model. 
Only those differences of development in the principal money markets 
which are important for an understanding of the international gold 
standard can be mentioned here. In the United States for example, 
there was no central bank. Also during a large part of the nineteenth 
century, the receipts and disbursements of the Treasury were adminis- 
tered independently of the money market. The banking system which 
grew up was one of local unit banks. Note issues were regulated in- 
dependently of the credit system and of the external balance of pay- 
ments. Most important of all, the chief outlet for the bank balances 
which were held in New York was in the call loan market — the market 
which dealt in short-term money which was always liable to be repaid 
at call. This market was engaged in financing domestic investment 
rather than international trade. 

Until the passing of the National Bank Act in 1863, control both of 
credit and of note issue rested in the hands of the states. In i8i 1 sec- 
tional forces had defeated the attempts to develop the Bank of the 
United States, founded by Alexander Hamilton in 1791, into what 
might have become a central bank. In 1832 other sectional forces de- 
stroyed the second Bank of the United States that had been founded 
in 1816. The need of local unit banks to finance the development of 
new frontier areas was allied with fears of a banking monopoly. The 
Act of 1863 brought some order into the confusion of note issues; but 
banking remained primarily local without any centralized control 
over credit policy,® 

? Cf. J. M. Keynes. A Treatise on Money, New York, 1930, Vol. I, pp. 32-33, with the 
title of D. H. Robertspn’s. Banking Policy and the Price -level, London. 19*6. 

The main^redit instrument in the United States has been the promissory note, rather 
than the overdraft. Bank notes in consequence have conic to be called bills. This use 
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Quite early however, New York had developed into a convenient 
clearing center. As the western expansion gathered way and transport 
was cheapened by the construction of canals and railroads, the trade 
passing through the Port of New York outstripped that of Boston and 
Philadelphia. First the country banks of New York State, then those 
of the Middle Western states, of New England, and finally of the mid- 
Atlantic and of the Southern states, found themselves forced to keep 
bankers’ balances in New York. 

riie outlet lor these short-term funds was found in the call loan 
market. The primary credit need in a new and rapidly developing 
country was for long term development loans and the first specialized 
market to develop in New York was the investment market. Call loans 
to dealers in that market were the obvious outlet for money that had 
always to be immediately available. The market for commercial paper 
was slow to develop and New York could not compete with London 
in the financing of foreign trade. Indeed the investment opportunities 
of the United States brought a flow of funds across the Atlantic and 
some of this flow found temporary employment at times in the call 
loan market. This market was engaged in financing security trans- 
actions. It used the short-term funds that were the banking reserves 
of the nation. The final responsibility for providing the banks with 
funds in an emergency fell upon the stock market. ' 

The New York banks struggled with the necessity of handling the 
balances of their correspondents in such a way as to smooth out the 
seasonal and cyclical fluctuations in the demands for credit. They had 
no machinery through which they could act co-operatively and no 
power. to regulate note issues or reserve requirements. From 1863 to 
1913 the unregulated gold standard operated in the United States 
without organization or controlling mechanisms beyond the com- 
petitive forces of the money market. Where London operated on the 
credits which financed international trade. New York made its adjust- 
ments to international pressures largely through the investment 
market. Whenever London raised its discount rate, short-term credit 

of the word bill is peculiar to the United States. In classical Latin the word bulla meant a 
bubble, whence, in mcdie\«l Latin, a seal, and therefore a document furnished with a 
seal (e,g., a Papal Bull). The word, which in modern English l>ccame bill, was usetl 
laier for almost any paper (billet, whence billeting) or documen: (bill of lading, bill 
of Exchange, bill of health, parliamentary bill). The bill of parcels, shortened to bill, 
came to mean an account renderetl. American usage of the woid to descnt>e bank notes 
is derived from the documentary meaning. 
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was restricted in New York. This immediately caused security prices 
to fall all over the United States. There were other elements of in- 
stability — the inelasticity and instability of the monetary system for 
example — but the chief cause was the lack of organization which re- 
sulted in the country’s banking reserves being used mainly in the 
speculative security market. 

In other centers different factors operated, but the net effect, except 
in the case of Berlin, was to facilitate London’s mastery over the short- 
term credit which financed the world’s trade. Paris, after a slow re- 
covery from the monetary disasters of the revolutionary and Napole- 
onic Wars, became once more a reservoir of cheap credit furnished by 
the savings of peasants and small capitalists. One clue to the economic 
development of France and to much of its politics and diplomacy is 
to be found in Andre Siegfried’s remark that “every Frenchman wears 
on his mind the blue blouse of a peasant.’’ In many respects France 
during the nineteenth century presented a striking contrast to the 
United States in monetary organization — a highly centralized bank- 
ing system headed by the Bank of France with which the government 
had close relations; a central note issue which was not limited by any 
reserve requirements but could not exceed a total amount fixed by 
law; very little check banking but a very large central reserve both of 
gold and of silver; and low and stable interest rates. In nothing was 
the contrast so striking as in the plethora of funds coupled with a lack 
of enterprise outlets in France while in the United States there was 
never enough capital to meet frontier opportunities. 

Banking proper was never highly developed in France and industry 
lagged behind that of Germany and Britain. French savings, there- 
fore, went largely into fixed interest securities, usually French, Rus- 
sian; or other government bonds, though some were tempted ip to 
fraudulent ventures. The policy of the Bank of France in this situation 
was to use its great influence in the money market to keep interest 
rates low and stable. Primarily its objective was to make available to 
local' industry and commerce a steady supply of credit at moderate 
rates. During the third quarter of the nineteenth century it built up 
large gold and silver reserves. It did not compete with London in the 
financing of international trade, but at the approach of a crisis it was 
able to send gold in large amounts to the Bank of England in exchange 
for a portfolio of English commercial securities endorsed by the 
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Bank.* This use of a large mctallic.reserve to insulate the home market 
from externally caused fluctuations bears an obvious resemblance to 
the methods used after 1931 by the exchange equalization funds cre- 
ated in many countries to intercept the preSstIres on national credit 
conditions arising from shifts in the external balance of payments. 
It is very different from the technique of using bank rate, as in Britain, 
to force a deflation of domestic prices until import and export pay- 
ments again balance. 

Over a great part of Europe banking did not develop strongly until 
after 1870. Much of Europe was in a backward state of economic or- 
ganization. In Russia the record is one of depreciation, both of the 
metallic currency and of paper issues, until the gold standard was 
adopted in 1897. In Italy after unification in 1870, a burst of specu- 
lative banking collapsed in the scandals of the 1890’s. In Austria there 
was a quickening of economic development after the revolutionary 
year 1848 and many banks were founded in the fifties and sixties, but 
the vulnerability of Vienna to the economic and political difficulties 
arising in the Balkans made it the center from which crises were apt to 
spread. The Low Countries and Scandinavia developed more steadily. 
Credit associations and savings banks had developed, particularly in 
Denmark^ after 1850. But until 1870 commercial banking had not 
developed to the point where it provided the essential credit facilities 
of industry and commerce. Belgium, however, had begun to experi- 
ment with banks which became typical of the continental develop- 
ment. These banks, in countries which were short of capital and had 
lagged behind in the Industrial Revolution, were more deeply in- 
volved in promoting industrial enterprises, and therefore were apt 
to be less liquid, than was the rule in England.^® 

Only in Germany during this period between 1870 and 1914 was 
a strenuous attempt made to compete with London in the financing of 
foreign trade. Germany had not developed check banking. One re- 
sult of this fact and of the efficiency of state organization was the wide- 
spread use of postal clearing accounts for small payments. The device 

®Cf. H. Parker Willis and B. H. Beckhan, op. 651, citing a Belgian eiconomist: 

“This method," writes Professor Ansiaiix, “does not aim directly to defend the par of 
exchange and still less reserve. Its aim is to prevent monetary tension abroad. 
In this way, counterattacks, which might have taken place on the Paris market, were 
prevented, and French industry and commerce was able to profit from a moderate 
discount rate even in periods of crisis." 

10 /Wd., p, 178. 
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of clearing payments through a central office was very familiar to the 
German people. The methods of its organization were highly de- 
veloped long before the National-Socialist government extended it 
to international transactions. This is by no means the only aspect of 
economic life in Germany where administrative efficiency was used to 
compensate for the weakness of the private economic institutions that 
had developed in other countries with an earlier start and more 
abundant private wealth. 

The first joint-stock banks had appeared in the German states about 
the middle of the century, but the banking system of modern Ger- 
many was created after unification in 1870. In that system the central 
bank, which was a private corporation but in whose direction the 
government had a decisive voice, played a strong role. It had a monop- 
oly of note issue and it was able to foster and support the great joint- 
stock banks which were closely connected with the industrial develop- 
ment of the country. More than in any other country the banks served 
from the outset as the main source of capital, on long as well as short 
term, for both production and trade. Instances are not lacking where 
German banks, somewhat reluctantly, were persuaded by the govern- 
ment into foreign investments that buttressed the diplomacy of ex- 
pansion. In the effort to expand foreign markets, German firms gave 
long credit and sought to encourage the use of mark in preference 
to sterling acceptances. Germany remained on the gold standard and 
conformed to the requirements of exchange stability, but the inte- 
gration and government support of the banking system gave that sys- 
tem a resilience which was not always amenable to the pressures exer- 
cised by London upon the short-term money markets of tlie world. 
.\s the twentieth century opened, Berlin was beginning to compete 
with London at its most sensitive point, the financing of world trade. 
It seems probable that if war had not come in 1914, London would 
have had to share with Berlin the regulatory power over world trade 
and economic development which it had exercised so markedly in 
the nineteenth century. It is significant that the instrument which 
made possible this German challenge was an integrated credit policy 
under national direction. 

THE MARKET FOR CURRENCIES 

As the marketing process was extended in space and in time, an 
increasing number and variety of trading and financial transactions 
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involved payments across national boundaries. However, no national 
currency is legal tender outside the boundaries of the stat^ which issues 
it. Nor has there ever been a currency whi^ has been universally ^ 
acceptable in trading transactions. The nearest approach to such a 
universal currency was provided by the ready marketability of gold 
coins and of bank notes and credit instruments that were convertible 
into gold, as long as the countries of their origin remained on the inter- 
national gold standard. This marketability, which ended in 1914, is 
the phenomenon to be explained in this section. 

The use of credit instruments to avoid the expensive and cumber- 
some transfer of the precious metals was common from the twelfth 
century onward. A merchant in Venice might owe money for spices to 
a trader in the Levant while another Syrian merchant owed money 
to a Venetian exporter of cloth. If a connection could be made be- 
tween these transactions they might be offset, and then no money need 
be sent in either direction. Rarely of course was it possible to find 
pairs of transactions that offset each other exactly. But middlemen 
with foreign connections would deal in bills of exchange and carry the 
balances due until they could be liquidated by further transactions 
or by shipments of the precious metals. In the fourteenth and fifteenth 
centuries the north Italian merchants were conducting much of their 
foreign trade by such bookkeeping methods, and a market for curren- 
cies, in which the transmission to Rome of Papal revenues was a con- 
siderable factor, had developed quite modern methods of operation. 

Although this early trade dwindled, and the economic nationalism 
of the mercantilist period put obstacles in the way of exchange trans- 
actions, bills of exchange continued to be used. For the most part it 
was the merchants who sought means whereby they could avoid the 
expensive and risky shipment of bullion. They would do so by using 
the proceeds of export sales for the purchase of foreign goods that 
could be sold at a profit in their own countries. Thus at the end of 
the eighteenth century, New England traders would pick up sealskins 
in the South Seas or sandalwood in Hawaii, sell them in China, and 
bring the proceeds home in the form of tea!', porcelain, and silks. 

Wherever trade wa^ more firmly established, the further step of 
selling claims on foreign funds to other merchants became p>os(sible. 
The shippers of cotton, tobacco, and wheat from the United States to 
Britain would advertise that they were willing to sell theif claims to 
payment. These claims would be bought by importers who owed 
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money to British manufacturers from whom they had bought goods. 
From this to the development of a specialized market in foreign cur- 
rencies is a relatively short step. By 1840 that step had been taken in 
the United States. Certain merchant houses began to specialize in 
the buying and selling of bills of exchange, and then to create bills in 
advance of anticipated payments. As the dealing in foreign exchange 
thus began to grow into a complicated business, it was inevitable that 
it should pass into the hands of specialists. Such an evolution was 
virtually complete in the United States by the i88o*s. 

The foreign exchanges are best treated as a specialized market in 
which different national currencies were bought and sold at prices 
which varied, according to demand and supply. It was an essential and 
even central aspect of the market described in the preceding chapters. 
It should be emphasized that this dispersed and highly technical 
market, elements of which were to be found in every center of inter- 
national trade, was not organized, either in the sense of being deliber- 
ately created, or in the sense of ever having a formal organization or a 
clearing house. Like Topsy, it ‘‘never was born, never had no father 
nor mother, nor nothin*,** but “was raised by a speculator, with lots 
of others.*’ 

The great bulk of payments on account of international trade was 
transacted in sterling, even when the trade itself did not pass through 
British markets. As long as the international gold standard operated, 
the play of speculation in the foreign exchanges — except in regard to 
certain unstable currencies — was confined within the limits of the 
fluctuations in currency values between the gold points. A large pro- 
portion of these fluctuations were seasonal and therefore calculable. 
They offered an opportunity for constructive speculation by specialist 
operators who could foresee and offset, and therefore minimize, market 
fluctuations. For the most part, the methods used in such speculative 
operations were first developed by specialists in the secondary money 
markets where currency fluctuations made the risk of loss or the oppor- 
tunity of a speculative profit on a trading transaction very real. 

Thus there were found indications of a well-established market in 
forward exchange in Vienna in the i88o*s and probably earlier. Ber- 
lin also was buying and selling rubles for future delivery in the eight- 
ies, covering the exchange risk in financial transactions with* Russia, 
and speculating in the depreciation of the ruble. While the British 
merchant was trading mainly for cash on both export and import ac- 
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count and while the London money market except for a few specialist 
brokers was conducting its transactions mainly in sterling* enterprising 
individuals in Vienna and other continental ^markets were finding 
ways and means of coping with and profiting from the fluctuating 
values of theii own and other currencies. 

It was these individual brokers and banks, mainly in the secondary 
money markets, who pioneered the technical methods of foreign ex- 
change dealings. This was particularly true in regard to the trans- 
actions which hedged against exchange fluctuations by buying and 
^ellin^ currencies for future delivery. The stability of sterling and the 
fact that most trading transactions were conducted in sterling made 
it possible to use that currency as a peg on which to hang speculative 
operations in less stable currencies. Moreover, London played a rather 
passive role in the transactions by which the exchange values of differ- 
ent currencies were kept pegged on sterling, and therefore on gold. 

The market for currencies before 1914, therefore, was primarily 
constituted by individual brokers or banks in the secondary money 
markets. Only toward the end of the nineteenth century were there 
active dealings on a large scale in London, and it was not until about 
1906 that the British commercial banks entered the market.^^ Other 
markets, including New York, anticipated these London develop- 
ments both in regard to activity and in regard to the participation of 
the banks. In our own time, this has led to the virtual elimination of 
the independent brokers in most markets. 

One result of this marked modern tendency of the great commercial 
banks to squeeze out the specialized brokers has been to concentrate 
monetary dealings in institutions which are bound to conform to 
national credit policies. This is one of the ways in which the nine- 
teenth-century process of multiple equilibrium, achieved by the inter- 
action of many specialized markets operating internationally, has been 
subtly changed and has become more subject to national pressures. 
The ultimate end of this development has been the subordination of 
the specialized money market functions, particularly the market for 
currencies, to the influence and in most coui/tries to the control of na- 
tional governments. 

Cf. William Adams Brown, Jr., op. cit., p. 637. The statement made by B. M. An- 
derson, and quoted by Brown (p. xvii) that “the foreign exchange of every country in the 
world was freely dealt in in London, and could consequently l>e made the l^asis of bank 
credit,*' was probably truer in 1906-14 than it had been earlier; but needs qualification 
even for those years. 
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In view of the importance of London before 1914, the slow develop- 
ment there of an active market for currencies needs some explanation. 
It is true that large foreign balances were held in London, cither to 
be available for settling international payments or simply to be in- 
vested temporarily in the short-loan market. London obviously sup- 
plied the sterling necessary to establish these balances. Sterling bal- 
ances could be created by foreigners selling gold or commodities to 
I^ndon or borrowing there. London’s rather passive role was in- 
cidental to the dominating influence of sterling transactions in world 
trade and investment. It was this dominance which has led some au- 
thorities to describe the pre-1914 international gold standard as in all 
essentials a sterling exchange standard system. 

The dominance of London in the financing of trade and investment 
was one of the major reasons why at that time it did not need to de- 
velop an active interest in the market for currencies. The initiative 
in exchange transactions and the evolution of the various forms of 
arbitrage and of forward exchange dealings came primarily from 
dealers in other markets who used sterling as a peg on which to hang 
their operations. Thus a broker in Vienna could sell rubles against 
sterling and offset the transaction by arranging to purchase rubles in 
Berlin for sterling, taking the profit by buying marks and selling them 
for Austrian crowns.^- In the process the sterling transactions would 
be canceled out. No transactions with London need enter into the 
picture. Such dealings called for a quick calculation of the profits to 
be gained by a chain of transactions carried through with as much 
speed as was possible, given the existing communication facilities. 
They were immensely facilitated after telegraphic and cable transfers 
became possible. 

This pegging of the exchanges upon sterling should not be inter- 
preted — as it sometimes has been — as meaning that the London 
market was a regulating center of foreign exchange transactions. Lon- 
don did not act consciously as a regulator even of world trading credits, 
nor did the Bank of England regard itself as an international institu- 
tion, a central bank of ceiftral banks. London was a broker concerned 
for its own solvency, all the more since it operated on slender reserves. 
The raising or lowering of the various rates of short-term interest or 
of the Bank rate reflected conditions in the London market itself. 
These coifditions were closely related to world trading developments, 
These transactions are explained in more detail below, pp. 386-89. 
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and those individuals whose decisions interpreted market forces were 
particularly intere:>ted in world trade and investment. But it would be 
a mistake to conclude from these facts that shojt-term interest rates in 
London were fixed by consc:ious effort to maintain a world-wide mone- 
tary equilibrium. They reflected market, conditions and short-run 
expectAtions in London itself. This indeed was fundamental to and 
characteristic of the whole marketing process. There was little thought 
of regulation other than an implicit belief in the power of free com- 
petition to bring about an equilibrium of forces in the market. 

Before 1914 the great bulk of the international trading transactions 
of the world were carried through and paid for in sterling. A concrete 
example will illustrate the way in which the payments for these inter- 
national trading transactions were cleared. An American importer of 
silk from Japan would arrange with his bank to honor drafts drawn 
by his Japanese suppliers against shipments. The drafts would be in 
sterling and they would be cashed by the Japanese merchant in yen 
at a Japanese bank. The Japanese supplier would therefore be paid 
in yen and the American importer would later pay in dollars. The 
loreign exchange transfer would be left for the banks to arrange. 

The importer's bank at Paterson, New Jersey, would work through 
a New York bank. The ultimate result was that dollars were paid to 
the American bank by the silk importer. The bank bought from a 
correspondent bank in London sterling to the amount desired, or drew 
upon sterling balances held there. At the other end of the world the 
opposite process would be taking place. The documents conveying 
title to a shipment of silk, together with the draft drawn for payment 
(already cashed by the Japanese silk merchant), would thereafter 
reach London, and the Japanese bank would be credited with the 
sterling due. This transaction would extinguish the American bank's 
holding of sterling, so that the second stage of the operation resulted in 
a Japanese bank holding sterling. 

But there would be British importers of United States cotton who 
would pay for their imports by a check in sterling. This would re- 
plenish the American bank’s sterling balance, against which it would 
pay dollars in New York to the cotton exporter. In effect the silk 
importer’s dollars would be handed to the cotton exporter. In much 
the same way a Japanese importer of British textile machinery would 
pay in yen, thus replenishing the yen which had been paid out to the 
exporter of silk. The Japanese bank would then pay for the machinery 
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in London by drawing on the sterling it had acquired in the silk trans- 
action. The end result, after all these transactions had been concluded, 
was that no currency had left any of the countries concerned. A 
British bank would have the sterling deposits (now held to the credit 
of the British machinery exporter), a New York bank would have the 
dollars (now held to the credit of the U.S. cotton exporter), and a 
Japanese bank would have the yen (held to the credit of the Japanese 
silk exporter). 

This is a highly simplified picture of the essential elements of the 
clearing process. It boils down to the fact that the dollars paid by the 
merchant in Paterson, New Jersey, for raw silk found their way to an 
American exporter of cotton, while the yen received by the Japanese 
silk exporter were offset by the yen paid by the Japanese im- 
porter of machinery. In the process of clearing through sterling, 
the British exporter of textile machinery to Japan was paid by the 
British importer of cotton from the United States. Each importer paid 
his debts and each exporter received what was owing to him in his 
own national currency. 

If there had been at every moment an exact equivalence of transac- 
tions, the market would have been simple. But there was an immense 
variety and considerable fiuctuation in the continuous stream of 
transactions. Besides commercial transactions of the type mentioned 
above, there were many others which involved payments from in- 
dividuals of one country" to those of another. A ship’s captain would 
buy stores or have repairs made in a foreign port. Tourists would buy 
hotel accommodation, transportation and other services in a foreign 
country. Missionaries would draw salaries and expenses against the 
collections made for their support by the home churches. Governments 
would pay their embassy and consular staffs or make other expendi- 
tures abroad. Chinese settlers in the South Seas would send through 
Singapore a regular and heavy volume of remittances to their folks at 
home, and many recent immigrants to the United States would send 
money to their relatives in Europe. The considerable volume of 
foreign investment and hter the interest due upon it had to be trans- 
mitted across national boundaries. When a J^ritish investor bought 
shares in an American railroad, he put sterling at the disposal of 
Americans. Then against diese sterling funds they could draw in 
paymenf for British exports to the United States. 

To meet these varied needs there was a gradual elaboration of credit 
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instruments and practices. The small sums remitted abroad might go 
by international postal orders or the very similar express checks. These 
were issued at an exchange rate which was usually hxed for long 
periods at a rate somewhat higher than the rate for commercial trans- 
actions. Personal letters of credit or traveler’s checks were available 
for the tourist trade, and there was a steady evolution of commercial 
forms and practices as means of communication were improved. The 
bill of exchange drawn specifically for each separate transaction gradu- 
ally yielded place to various methods by which banks established their 
CTedit with foreign correspondents, and then drew upon this credit 
as goods were received or services rendered. Telegraph and cable 
services made possible great changes in what became essentially a 
double bookkeeping system in which payments and receipts in one 
center would offset receipts and payments elsewhere. After the tram- 
oceanic telephone came into use, these credit arrangements could be 
made orally and confirmed by cable or letter. International firms with 
foreign branches sometimes practiced their own offsetting arrange- 
ments. 

Account must also be taken of the speculative dealings which en- 
deavored to profit from the fluctuations in the exchange rates caused 
by the ebb and flow of trade, by seasonal pressures in different markets, 
or by any economic or political causes affecting the demand for par- 
ticular currencies. This is the aspect of the market for currencies which 
most students have found bewildering. The mystery surrounding it 
is heightened by the fact that professional operators use a jargon of 
their own. In addition to such terms as bull and bear, there are unfa- 
miliar terms like arbitrage, agio and disagio, report and deport, spot 
and future exchanges, swap and deposit, while more familiar words 
such as premium and discount, over- and under-valuation, and parity 
are used in an unfamiliar setting and often with a peculiar meaning.” 

The real difficulty of the subject comes, however, from two in- 
escapable facts. The first of these is that one currency is quoted in 
terms of another. The exchange rate is a ratio. Thus before 1914 a 
mark was equal in gold value to almost 24 ce/tts. Equally 24 cents was 

^^Agio and disagio are tep/ns still in use in continental Europe, and sometimes in 
li^nglish and American texts. They derive from early modem Italian money-changing 
and mean the premium or discount at which a currency stands above the mint par. 
Report- and deport are used to mean the premium or discount of the forwaijd over the 
spot exchange value of a currency. In English, premium is used to mean either agio 
or report, and discount to mean either disagio or deport. 
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equal to a mark. This was the mint par based on the gold content of 
the standard coinage. If at any moment the demand for marks was such 
that 24.1 cents had to be given for a mark, it would be said that the 
value of the mark had risen, or the value of the dollar had fallen. But 
sometimes the exchange rate was quoted differently. Thus one pound 
sterling was equal to 20.40 marks. If there was a strong demand for 
marks, the rate might go to 20.20. Thus the same phenomenon was 
expressed in two different ways. The value of the mark had risen. The 
American had to give more cents for a mark, and the Englishman got 
fewer marks for his pound. Therefore it is advisable not to say that 
the exchange rate had risen or fallen. But one should keep clearly 
in mind that however quoted the rates always express the value ol 
one currency in terms of another and that this value is a reversible 
ratio. 

The second difficulty is that the professional speculator made his 
profit by operating against the market. When the demand for marks 
was strong, the speculator would sell marks. When it was weak, he 
would buy them, always at a price. As a result of these speculative 
operations, the fluctuations in the exchange rates were flattened out. 
A clear example was provided by the seasonal demands caused by the 
shifting of the crops across the Atlantic. When the harvested wheat, 
cotton, and other crops were being shipped from the United States to 
Europe, there would be a strong demand for dollars, and the dollar 
would be worth more in sterling. But the foreign exchange operators 
would have anticipated this annual demand and would be ready to 
sell dollars and buy the holdings of European currencies which 
Americans were accumulating. They knew from experience that the 
tide would turn and that the later demands of American importers 
for foreign currencies with which to pay lor imports to the United 
States would enable them to acquire dollar hpldings at a cheaper 
rate. 

The foreign exchange operators would also watch for opportunities 
to profit from momentary discrepancies in the exchange rates in dif- 
ferent markets. These operations were known as arbitrage. They took 
many forms. The simplest, known as exchangi? arbitrage, would take 
place when the dollar-sterling rate was quoted at a slight disparity in 
London from the rate in New York. Thus if the rate in New York was 
$4.80 to tlie pound sterling, and in London it was $4.79, sterling would 
be sold in New York and dollars would be sold in London until the 
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rates in both centers became the same. If the amount necessary to 
achieve this result was the sale of £100,000 in New York and of an 
equivalent amount of dollars in London, the operator’s profit would 
be $1,000. Actually the exchange arbitrage transactions were much 
more closely calculated than this, and they usually involved three or 
more markets.'* 

Clearly such dealings called for expert knowledge, wide connec- 
tions, and a rapid execution of quick decisions based upon precise cal- 
culations. The market for currencies was no place for amateurs. When 
they were drawn into it they almost always lost. The market was ex- 
tremely sensitive. Any transaction would be likely to cause an immedi- 
ate alteration in the exchange rates. Opportunities for arbitrage profit 
remained open only for a very short time after telephonic and tele- 
graphic communications had been developed, usually only for a few 
minutes. The speculator had to be very sure of his information and 
calculations and to have prearranged channels through which to carry 
out his transactions. 

When other forms of arbitrage are considered, the complexities 
become even greater. Broadly defined, arbitrage could take the form 
of trafficking between any of the different kinds of specialized markets. 
A speculator could buy or sell commodities in different markets so as 
to take advantage of differentials between the prices and the exchange 
rates that were quoted at a particular moment.'® Sometimes these 
transactions would become very complicated, involving several cur- 
rencies and commodity prices in more than two markets. Again if fu- 
ture transactions were involved, the element of time and therefore rates 
of interest, would also enter into the calculation. It was by such trans- 
actions that prices, interest rates, and exchange rates were kept in 
equilibrium within each country and internationally. The result was 
that commodities moved where prices dictated and also that short-term 
credit moved where interest rates attracted it. 

Two specific forms of arbitrage are of special interest. The first was 
gold arbitrage. This was the mechanism by which the exchange rates 

i; 

If a New York operator sold £100,000 at $4.80, he would receive $480,000. His corre- 
spondent in London would sell .$479 w) for £100.000. This would cover the New York 
transactions by a margin of $idbo. Here would be his profit. 

Thus if the cable rates of London on Berlin, Berlin on New York, and New York on 
London were respectively £i =r M. 20.35, M. i = 23.9 cents, and £i $4.87, there would 
be a series of transactions by which a New York operator would sell £100,000 f^r $487,000 
and arrange to buy £1004000 for M. 2,035,000, which amount of marks he could buy for 
$4^*365, and thus make a profit of $635. 



m THE COMMERCE OF NATIONS 

were kept within the points fixed by the cost of transporting gold from 
one center to another. In this process gold was distributed among the 
world’s monetary systems as the needs of trade determined. As long as 
the international gold standard was in force, the price of gold was 
fixed as a certain value in the standard money of each country. If at 
any moment the rate of exchange moved much above or below the 
cost of buying and shipping gold, the arbitragers would at once initi- 
ate the necessary operations to ship gold to the center where they could 
sell it and make a profit by buying the currency of that country cheaply. 
This form of gold arbitrage disappeared when the international gold 
standard broke down. A new form of gold arbitrage, however, de- 
veloped in respect to the differentials between the price of gold in the 
^limited free gold markets and the exchange rates. This was a new 
kind of commodity arbitrage. 

The second and for our purpose the more important form was in- 
terest arbitrage. It was possible to buy and sell currencies forward, for 
delivery usually one, two, or three months ahead. This market for 
forward exchange was like the futures markets developed in cotton, 
wheat, and other commodities. It added a time dimension which 
greatly multiplied the possibilities of speculative transactions that 
might turn a profit out of discrepancies in the various rates. The value 
of a currency sold for delivery at some future time (the forward rate) 
would normally be different from its value for immediate delivery 
(the spot rate). Arbitragers would compare this difference with the 
short-term interest rates in the markets concerned.^® 

As long as the international gold standard remained operative, the 
scope for interest arbitrage was limited. The possible variation of 
exchange rates in most countries was kept by gold arbitrage within the 
limits of the gold points for each currency. A situation rarely occurred 
when the risk of exchange fluctuation was so great that merchants 
wished to safeguard themselves against it, while speculators tould 

It is necessary to avoid confusing forward exchange with exchange which is sold 
spot for delivery in 30. 60, or 90 days. The exchange rale on bills or drafts falling due 
at a later date is always the skme as the rate for cables, or sight drafts, less the interest 
which is calculable for the time that elapses. This interest is calculated at the market rate 
as a discount from the face value of the draft. «- 

The forward rate, for transactions which will become actual at a later date, may diverge 
rather widely from these spot rates if there is fear of currency depreciation or of in* 
terruption such as war or exchange control. Thus in the post-depression years, the 
French frSne was often sold forward at very heavy discounts (deports); the speculators 
in fact betting that in three months the franc would have depreciated. 
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profit from going counter to the market. This is why these forward 
markets developed first in such centers as Vienna and Berlin where 
it was possible to dabble in less stable currerjcies, such as the ruble 
and various Balkan currencies. Apart from thTese markets the chief 
importance of forward transactions before 1914 lay in the effect of 
short-term capital transfers upon the balancing of payments. These 
are best dealt with later. It was not till the breakdown of the restored 
international gold standard in 1931 that the forward exchange market 
developed its full importance. For a time after the breakdown, ex- 
change rates were very unstable. In these circumstances forward deal- 
ings were advocated as a means of protecting national price levels from 
fluctuations induced by exchange instability. However, the increasing 
efficiency of exchange regulations put an end to the possibility that 
interest arbitrage in developed forward exchange markets might serve 
as a substitute for exchange stability. 

THE BALANCING PROCESS 

The preceding discussion has covered all the elements which, in 
shifting combinations, entered into the clearing of international pay- 
ments during the heyday of the international gold standard. Stress 
has already been laid on the spontaneous extension of the marketing 
process in space.^^ An elaborate series of commodity markets was the 
foundation of this whole clearing and balancing process. Imports 
were paid for by exports. Temporary adjustments in the balances of 
international payments would be made by means of short-term credit 
accommodation. Such credit transfers were not only effective in plug- 
ging the immediate gaps in the balances of payment, but, through 
their influence on credit conditions, they also wrought changes both 
in the national incomes of the countries concerned and in their 
price levels. These credit transfers, of vital importance in the short 
run, achieved their ultimate effect by inducing the changes both in 
the volume of trade and in the prices of commodities that were neces- 
sary to maintain the long-run equilibrium. 

This is an important fact to remembert The international gold 
standard functioned satisfactorily as long as international trade moved 
freely in response to Ihe shifting market demands as indicated by 
relative prices. No international monetary arrangements, whether 
based on gold or on any other foundation, can function satisfactorily 

See Chapter X, "The Network of World Trade." 
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unless reasonable flexibility of trading relationships can be once again 
created. Flexibility of trading relationships will need to be created by 
new methods — methods which will take account of the changing 
structure of production. For this flexibility is an essential condition 
of international monetary equilibrium. 

Attention has also been drawn to the complex variety of transac- 
tions in the capital market as it developed in the last half of the nine- 
teenth century.*® Both the volume of investment and the rate of inter- 
est were elements in the balancing process. Indeed, account must be 
taken not only of new investment but of the continuous revaluation 
of existing investments and of the transfers of ownership which were 
the result of the international security transactions on the world’s 
stock exchanges. 

It was characteristic of the nineteenth-century system that new capi- 
tal issues, as well as the revaluation of existing capital, were by- 
products of the balancing process. The volume of credit available for 
investment depended primarily upon the money market conditions 
which resulted from the financing of international trade. Thus the 
fluctuations of world trade were transmitted to the capital market 
and were there amplified into the irregular rhythm of the business 
cycle. Investment, national and international, was the result of in- 
dividual decisions rather than of planned national programs. The 
situation was that investment fluctuated according to the superfluity 
or scarcity of credit in different money markets — and this superfluity 
or scarcity was created from time to time by the response of the money 
markets to the ebb and flow of commodity trade. 

Between 1896 and 1914 when the international gold standard was 
functioning at its best, these cyclical fluctuations appeared to be di- 
minishing in intensity. Crises were relatively short in duration and 
mild in intensity. The adoption of the gold standard by one country 
after another had caused severe price disturbances in the seventies 
and eighties. These disturbances had been accentuated by the necessity 
of credit contraction to correct the inflations which had accompanied 
the wars of the sixties. Butahe last of the major crises of this adjustment 
period came in the early nineties and with it came the end of a twenty- 
year period during which the average level of prices had been falling. 
Thereafter until 1914 cyclical fluctuations were cushioned by a steadily 
rising tendency of average price levels, occasioned by the perfecting of 

See Chapter XI, '‘Investment and Enterprise." 
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credit systems and by the more adequate gold supplies available after 
the South African gold discoveries. 

It must be remembered that there was a peculiar combination of 
strength concentrated in the London money market. The greatest 
volume of commodity trade passed through the free-trade markets of 
Britain, and a great deal of the trade between other countries was 
financed through London. At the same time London was the greatest 
international market for securities and by far the most important capi- 
tal exporting country. All the major factors of the balancing process 
came to a focus in the operations of the London money market. It 
was a unitary though infinitely diverse process by which the ultimate 
clearing of international transactions and the settlement of inter- 
national balances was carried through in one dominating center. 

Finally in this chapter, the evolution of the market for currencies 
has been outlined. Theoretically the ekchange value of a national 
currency is also one of the elements which enters into the process of 
balancing international payments. If a currency is allowed to fluctuate 
freely in the market this does happen. But in practice governments 
have not found it desirable to allow their currencies to fluctuate 
freely. As long as the international gold standard was in effective 
operation, the exchange rates fluctuated only within the narrow limits 
set by the cost of shipping gold from one country to another. This 
stability of the exchange rates was the rock upon which it became possi- 
ble to build an expanding volume of world trade and investment. 
When the exchanges were pegged in this way — whether the pegging 
is interpreted as having been a link to gold or to the dominating 
stability of sterling in terms of gold — any adjustments of national 
economies necessary to balance international payments had to be 
made through the credit systems. This occurred by the adaptation of 
commodity prices, and therefore the trade which responded to price 
signals, as well as of interest rates, and therefore investment in all its 
phases, to the shifting conditions of world markets. 

It should again be emphasized that the balancing process was com- 
plex because it was free and involved so mafiy elements. Among these 
elements the more imfv^'tant were: commodity prices and the volume 
of trade, interest rates and credit to finance both short- and long-term 
investments, the revaluation of old and the issue of new securities, 
and, within the limits of the gold points, variations in theVxchange 
rates. The shifting combinations of possible changes in all these faaots. 
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brought about by actual changes in demand and supply, and by the 
incessant play of speculation within and between a series of intersect- 
ing markets, inevitably evokes the use of such terms as fluid, rather 
than flexible. Indeed the metaphor which is most useful in this con- 
nection is that of a continuous stream of payments, dividing and eddy- 
ing, but, even in the most stagnant pools, never entirely separated 
from the main stream which consisted of the payments for an expand- 
ing volume of international trade. 

In this held of international payments, as in other fields pf economic 
behavior, economists have searched for uniformities that might be 
reduced to a neat theoretical system. They have usually explained the 
relations between prices, interest rates, and the volume of trade and 
investment, by assuming the fully developed mechanisms of the Lon- 
don money market. These mechanisms played an important role and 
were decisive in the ultimate clearing of the balances of international 
payments. But they were unique. No other money market functioned 
in quite the same way, and most of them were embryonic. The sum- 
mary of the balancing process which follows emphasizes first the role ol 
the London money market in the clearing process. 

But it goes on to illustrate how less developed countries adapted 
themselves by their own methods to the pressures imposed by London 
on their balances of payments. The main instrument at London's dis- 
posal was its control over the financing of international trade. It did 
not need to call in loans. It needed only to limit its extension of new 
loans. As bills of exchange came to maturity usually within three 
months, they were not replaced by new bills, or were replaced only at a 
higher discount rate. This was the means by which London could exert 
pressure both upon the prices of internationally traded commodities 
and upon the volume of credit available for international investment. 

The Bank of England w as concerned to maintain a balance between 
its gold reserve and the short-term funds that were invested mainly 
in the acceptance and discount markets, and the total volume of 
credit made available to their depositors by the British commercial 
banks. If the total volurA'e of credit had swollen so that business was 
active and prices were rising, there would be^a growing demand for 
bank notes and coin as till-money and for use in petty transactions. 
The first-line assets of the commercial banks consisted of their “cash 
in hand and at the Bank of England." If their credit advances began to 
exceed a conventional multiple of these reserves, notes and perhaps 
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gold coin would be drawn from the Bank of England. Thus an in- 
ternal drain for domestic purposes would ensue on the Bank’s gold 
reserves. ^ 

Normally also a period of active business in England would mean 
a brisk demand for imported foodstuffs and raw materials. Thus the 
balances held in L.ondon by foreign and colonial banks would be 
augmented. Temporarily, these balances would find their way into 
the short-term money market where they would be used primarily to 
finance foreign trade, and secondarily for the promotion of new capi- 
tal issues. As these balances were used to finance exports of British 
goods, the exchanges would turn against London. The foreign holders 
of sterling would draw upon their holdings to pay for the imports they 
had bought. The exchange value of sterling would then fall toward 
the gold export point from London and there would be the danger 
of an external drain upon the Bank’s gold reserves. 

The Bank would normally raise its rate of discount to protect its 
gold reserves or to check dangerous credit expansion. Before raising 
it against an external drain, many devices would have been used. On 
occasion foreign holders were persuaded to take balances out of the 
short-term market. More often gilt-edged securities were sold in order 
to acquire cash and thus to reduce the note issue. This had the effect 
of tempting short-term money into purchases of gilt-edged investment. 
Occasionally there were slight raises in the gold purchase price. These 
devices would have some effect on interest rates. But if the pressure 
persisted, the discount rate at which the Bank of England would take 
bills that the discount market was unable to handle would be raised. 
If the supply of short-term money was sufficient to take care of all the 
bills being offered, the rise in Bank rate might be ineffective. How- 
ever, this was usually interpreted as a danger signal. The commercial 
banks and specialized houses would take warning and begin to restrict 
their dealings. But if short-term money remained easy, steps would 
then have to be taken to drive the market into the Bank. The usual 
means of doing this was by heavier sales of securities in the open market 
until the surplus short-term funds were mojlped up. This would tend 
to drive interest rates up because there would be less short-term money 
available for investment, and the price of fixed interest 'securities 
would have to be lowered to attract purchasers. 

As the London interest rates were driven up, speculators would 
buy sterling to take advantage of the higher interest rates paid on 
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sterling invested in London. They would also operate in the forward 
exchange markets. Here they would borrow foreign currencies in other 
money markets at the cheaper interest rates in order to buy sterling 
which would earn higlier interest. This would more than offset the 
higher exchange rates at which they would contract to sell the sterling 
for foreign currencies in a month or three months' time.^® Such opera- 
tions would have a double effect in bringing the rates of interest into 
equilibrium between the different money markets and also in bringing 
the exchange rates back toward the mini parity. In the Berlin market, 
for example, su( h borroAving of marks would raise interest rates and 
tighten credit. In London it would ease the strain that was developing. 
But these effects Avould only be temporary — a plugging of the immedi- 
ate gap in the balances of payments. Any long-run balancing would 
have to take place through an adjustment of prices and incomes and 
therefore of the volume of commodity frade, and through long-term 
interest rates and the volume of international investment. This in 
turn would ultimately be reflected in actual imports and exports of 
commodities and services. 

In his survey of the way in which bank rale operated before 1914 in 
the London money market, J. M. Keynes pointed out that bank-rate 
policy has been explained as aiming at three objectives — regulating 
the quantity of bank-money, protecting the country’s gold reserves 
by regulating the rate of foreign lending, and influencing the rate of 
investment relatively to that of savings. Of these objectives the first two 
are readily recognized as aimed at correcting the internal and external 
drains on the gold reserves. The third objective cannot be dissociated 
from the other tw^o in fact, since it carries the analysis of both the do- 
mestic and the external effect of a rise in bank rate beyond the first 
effect of causing a fall in British prices and total income.^® 


i»Thus if the short-term interest rate was 3 per cent in London, and 3 per cent in 
Berlin, a German operator could buy £100,000 and invest it at 3 per cent for three 
months, earning £75o"interest, as against the equivalent of £500 in Berlin. To do this 
he would sell forward marks at any discount appreciably less than per cent. If for ex- 
ample the spot rate was M. 20-35 to the pound sterling, and he could buy forward 
marks for M. 20.33, he would pay M. 3,035,000 for £100,000 on which he could cam 
an added interest of £250. and buy back the marks for delivery in three months for 
£100,098, thus making a net profit of £152 or M. 3,093. • 

20 There was a controversy in the thirties between J. M. Keynes and R. G. Hawtrey 
concerning the effect of higher short-term interest rates. Hawtrey had argued that 
the major effect w^as to bring pressure upon the commodity brokers of whose carrying 
charges inteifst formed a large part. Keynes at first disputed the importance of interest 
charges. After Hawtrey proved their importance by statistical evidence, Keynes retreated 
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As Keynes has pointed out, the (Objective of bank-rate poliq^ which 
was Uppermost in the minds of the practical bankers who evolved it 
in the nineteenth century was its use as “af pieans of protecting a 
country’s gold reserves by regulating the rate of foreign lending.” 
This objective it fulfilled since in Keynes’s words it proved “both an 
expedient and a solution. It supplies both the temporary pick-me-up 
and the permanent cure — provided we ignore the malaise which may 
intervene between the pick-me-up and the cure.’’ The pick-me-up 
was the relief given by the restriction of foreign short-term lending 
and by the attraction of short-term foreign credits to take advantage of 
the higher interest rates. The malaise was the deflationary effect of the 
higher interest rates on investment and employment. The cure lay 
in the adaptation of prices and of long-term investment, to a level 
where the credit structure was not too top-heavy for the gold reserves 
to support while maintaining the customary relations between the 
credit superstructure and its cash basis. 

This adaptation had to take place both in Britain and in every other 
country which sought to maintain its exchange rates stable in terms 
of gold and therefore of sterling. While the international gold stand- 
ard operated, London called the signals for these adaptations and 
it called them by reference to the strains on its credit structure result- 
ing from the fluctuations of world trade and investment. This was the 
supreme link between world markets. And the fact that new long-term 
investment which was so intimately linked with employment was a 
residual factor caused the recurrent malaise to which Keynes refers. 
The nineteenth-century marketing process cleared through London, 
and those who were responsible for the monetary reserves supporting 

to his main defensive position which was that he preferred to emphasize the effect of 
higher interest rates upon total demand rather than upon the prices of already produced 
goods. 

From the viewpoint of international trade before 1914. there seems no doubt that 
the most important eftect of higher interest rates was, as Hawtrey argued, upon the 
prices of internationally traded commodities. From the longer-run viewpoint of em- 
ployment policy, however, the residual effect of higher interest rates upon the credit 
available for new investment was a major factor in busitiess cycle fluctuations. The sta- 
bility of the exchange rates on London called for pressiAes primarily upon the prices of 
traded commodities. This was the quick method of adjusting balances of payments, but 
it produced a secondary effeci^on investment which aggravated the swing of the cycle. 

The references to this controversy are: J. M. Keynes, A Treatise on Money, Vol. I, Ch. 
•SI R- G, Hawtrey, The Art of Central Banking, London, 1932, Chs. IV and VI; J. M, 
Keynes, General Theory of Employment, Interest, and Money, London, 1936, pp. 75-7G, 
and R. G. Hawtrey, Capital and Employment, London, 1937, pp. 111-31. ' 

Cf. J. M. Keynes. A Treatise on Money, pp. 189 and 214. 
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the credit structure through whicA it cleared were from time to time 
forced to protect those reserves by inflicting on their own and other 
countries a sharp curtailment of investment to correct previous mal- 
investment. 

In New York, Paris, and Berlin, and also in Zurich, Vienna, Brus- 
sels, and Amsterdam, there were money markets similar to that in 
London. Between them there were short-term credit transfers asso- 
ciated usually with interest-arbitrage in the foreign exchange market. 
In the twenty years before 1914 these short-term credit transfers be- 
came an important means of balancing payments in the short run. 
It has already been shown that in New York the available short-term 
funds found their main employment in the stock market. A flow of 
funds from New York to London would therefore cause a fall in the 
stock market. It has been shown also that Paris endeavored to maintain 
a stable discount rate and an even flow of short-term funds available 
to domestic producers and traders. It was the policy of the Bank of 
France to lend gold from its ample reserves to forestall, or at least to 
mitigate pressure on short-term interest rates in London. In doing so 
it endeavored to keep its own interest rates from rising in sympathy 
with London rates, rather than to take advantage of the higher rates 
ruling in London. Thus each national economy made its own adapta- 
tions, through its own peculiar institutions and mechanisms, to the 
pressures imposed on it by I.ondon*s attempts to regulate the balancing 
of international payments. 

If this was so in the case of highly developed money markets such 
as those of New York and Paris, it was much more clearly demonstrated 
in the case of countries which did not possess such highly developed 
monetary mechanisms. China, for example, remained throughout 
this period before 1914 on a silver bullion standard. The Chinese 
trade statistics before 1914 showed an excess of commodity imports 
over exports. But careful study shows that this was not on account of 
an import of capital. In fact, China made heavier payments on account 
of interest and debt repayment than it received in the period from 
1873-1914. Yet there was^ fairly steady import of silver — particularly 
when the price of silver in terms of gold, of foreign currencies, and 
of such moneys of account as the Haekwan tael declined after the great 
silver discoveries which led to the demonetization of silver in Europe 
and the United States, Prices and land values in Shanghai were re- 
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sponsivc to changes in the price of^silver.^^ Here then is a case where 
the balancing process operated not through the medium of credit as 
in London and other highly developed moneta|:y centers, but actually 
through a flow of specie. 

In India during the seventies and eighties the balancing process 
operated as in China through a flow of specie. But here the British 
civil servants who were responsible for the government evolved an 
ingenious system by which they regulated the sale of bills drawn upon 
a gold fund established at the Bank of England. They bought and 
sold these bills so as to maintain the exchange rate of the rupee stable 
in terms of sterling. This was the first experiment in what came to be 
known as the gold-exchange standard. The rupee exchange rate was 
held at a fixed parity. The reserves of gold or of exchange convertible 
into gold were held in IjDndon. 

Other countries began to adopt a similar system, holding their re- 
serves in London or in New York. The domestic business of these gold- 
exchange standard countries was conducted in a local currency, in the 
case of India at this time mainly in silver. The exchange value of the 
local currency was kept at par by inflicting upon exporters and im- 
porters such changes in the prices of internationally traded goods as 
were necessary to balance payments. Because the subtle complexities 
of the London money market were not available in these undeveloped 
countries to cushion and spread the shock of sudden price adjustments 
the impact of changes in their balances of payments fell crudely upon 
commodity prices, first of exported and then of local goods. 

A very clear, and more sophisticated, example of this kind of na- 
tional adjustment was provided by Australia and New Zealand. Their 
local prosperity rose and fell primarily in response to the receipts from 
their exports of industrial raw materials and foodstuffs. Australia and 
New Zealand were nominally on the gold standard but their curren- 
cies were in fact pegged on sterling. These countries had no central 
banks. Usually the commercial banks held some gold. They also issued 
bank notes. But the volume of available credit was not governed either 
by the gold holdings or by the amount of nbte issue. It was geared to 
the funds available in London from export receipts or from borrow- 
ing. A good wool season with high prices would result in an accumula- 
tion of sterling. After the wool sales the banks in Australia and New 

22 See above pp. 307-9. 
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Zealand would have increased stei4ing balances in London and corre- 
spondingly increased deposits to the credit of the woolgrowets in 
Australia. These deposits would be spent on local purchases and 
would pass into the hands of importers who would draw upon them 
to buy drafts on the London balances with which to pay for the re- 
plenishing of their stocks of goods. The interest rate was stable at a 
customary level. In these circumstances the balancing process re- 
sponded to changes primarily in export prices and to some extent in 
the volume of exports, by an expansion of local credit. This led to an 
increase in the volume of imports and to a rise in import prices, as 
far as the increased demand from these countries influenced prices. 

In Australia and New Zealand this swing of the cycle was amplifled 
by the fact that the stock and station agencies — firms which extended 
credit to the farming community with which to buy stock, seed, im- 
plements, and supplies — did so by using their deposits with the com- 
mercial banks as reserves. There was therefore a secondary and potent 
expansion and contraction of credit. Despite this tendency to exagger- 
ate the swings of the cycle (which was reflected back into the industrial 
countries in fluctuations of the demand for manufactured goods and 
for development loans) the Australian and New Zealand banks were 
strong enough after the nineties to tide over such crises without de- 
parting from the exchange parity on Ix)ndon. Australia and New 
Zealand were able also to maintain an unblemished record of pay- 
ments on their large external debts. 

The same kind of balancing process was carried through in most of 
the raw material exporting countries, such as Argentina and others in 
Latin America, A season of high export prices would build up surplus 
funds in London. These funds would enable the raw material coun- 
tries to import heavily. But there was always an appreciable lag — 
usually a year — before payment for these imports reduced the London 
funds built up by the exports. The result was an alternating rhythm 
of high export receipts and heavy imports. If the imports caused too 
severe a strain on London funds, the banks in the raw-material ex- 
porting countries would \ind themselves with depleted sterling de- 
posits. Then deflation would ensue. In many J^atin-American coun- 
tries this recurrent strain on London funds caused both defaults on 
interest payments and from time to time, exchange depreciation. 

In none of these countries outside western Europe and the United 
States was there a developed money market before 1914. Some of them 
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have in recent years established Central banks. But a central bank 
cannot operate (except as an instrument of government finance) with- 
out a money market in which short-term credit is used as a flexible 
means of adjusting the monetary system to press^ures on the external 
balance of payments. In the latter nineteenth cefitury the banks of 
most countries kept their surplus funds in London where there was 
such an active short-term market. Except for a very few countries 
there is not much point in attempting to describe the process by which 
international payments were cleared and balances were settled, in 
terms of a transfer of short-term funds back and forth between money 
markets of equal development. 

For most of the trading world, what used to happen was this. When 
the Bank of England raised or lowered its discount rate (and therefore 
all the short-term interest rates which clustered around it), the credit 
available to acceptance, discount, and new issue houses (and equally 
to brokers in the commodity and security markets) was restricted or 
expanded. This would have an immediate influence on the prices of 
internationally traded commodities and would soon begin to affect 
the balances held by foreign and colonial banks in London. When 
this happened, not only the bankers in New York, Paris, Berlin, and 
other monetary centers would soon feel the effects of this credit restric- 
tion or expansion in London, but also wheat growers in the Middle 
West of the United States, the Danube Valley, and the Black Earth 
region of Russia; wool growers, dairymen, and cattle ranchers in Aus- 
tralia, New Zealand, and Argentina; and peasants and plantation 
Avorkers in Asia. These effects would reach them through a contraction 

23 Cf. Wiltiain Adams Brown, Jr., op. cit., pp. 774-7i>: “In this pre-war system of 
toreign exchange markets all countries had a substantial interest in keeping their par- 
ticular currencies as stable as possible in terms of sterling, and their success in doing 
so contributed to the stability of their currencies in terms ol one anothei. 

“One reason for this interest in keeping the London exchange stable was that the world- 
wide price-making forces of primary raw materials were brought to a focus in world mar- 
kets in London and Liverpool. British consumer demand was a dominant influence in 
the formation of many of these prices, of which the price of w'ool is a good example. In 
addition, the British view of the prospects of primary commodities had a great psycho- 
logical influence in other countries, and throughout tij^e continent buyers and sellers 
followed the British traders’ lead. The world prices established in the British markets 
were a common element in the price structures of many countries. Their fluctuations in 
response to world-wide supply and demand forces directly influenced the incomes 
of large groups of producers in many countries, and consequently the demand for many 
products not traded in locally. They affected domestic costs of production. The inter- 
national influence of the London or Liverpool price of many important commodities 
was therefore a factor tending to prevent substantial diveigence in the movements of 
general prices of countries adhering to the international gold standard.” 
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or an expansion of income, in whil h a fall or rise in local prices was a 
largp element. The effects would be transmitted to each national econ- 
omy in various ways peculiar to its circumstances — rarely through 
short-term funds being diverted from or to the local money market. In 
most countries before 1914 such money markets did not exist. 
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chapter Xltl 


THE NEO-CLASSICAL 
DOCTRINE 


THE ELABORATION OF ECONOMIC THEORY 

This chapter is concerned with the development and restatement of 
economic thought after the death of John Stuart Mill in 1872. It is 
particularly concerned with the contributions then made to the 
theory of international trade. In this period the basic concepts of 
economic theory were elaborated by mathematical reasoning. Signih* 
cant contributions were made to the theory of value. There was a 
growing body of economic literature, both descriptive and analytical. 
Statistical data also became more abundant, and new devices of 
statistical method were invented to extract the essential meaning from 
these masses of figures. The great achievement of this generation of 
economists, however, was the lashioning of a theoretical apparatus 
derived from the mathematical elaboration of the theory of value. 

The re-examination of the theory of value, which was to yield the 
fruitful concept of marginal utility, continued the classical tradition 
of economics as a study of the distribution rather than the production 
of wealth. Tlie ingenious but inadequate la*bor-cost theory of value 
worked out by Ricardo, and regarded by John Stuart Mill as final, 
liad emphasized the quantity of labor necessary to produce^a commod- 
ity. This formal theory was hedged with assumptions and definitions; 
^hut these were forgotten or minimized by secondary writers and popu* 
larizers. Simplified in this way it could be used by the defenders of 
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the existing social order — including the institutions of property, con- 
tract, and free competition — to demonstrate that free competition 
brought to all the maximum satisfactions that were consistent with 
that order. The group of writers who came to be known as the Har- 
mony School — including Frederic Bastiat in France and Henry C. 
Carey in the United States — thus used it in their criticism of social- 
istic attempts to interfere with the working of the free market. But 
Karl Marx used his version of this labor-cost theory of value to attack 
the existing order, and particularly the institution of private property. 

As early as 1854 the German, Hermann Heinrich Gossen, had for- 
mulated the theory of the satiation of wants, which led directly to the 
concept of marginal utility. Since wants are satiable, the utility of each 
successive addition to an individual’s stock of a commodity will di- 
minish. The more he has, the less the utility of each additional unit. 
The utility of the last unit which he finds it worth while to buy (or to 
make) is the marginal utility of that commodity to him. Gossen’s work 
had passed unnoticed; but in 1871 two books appeared in which this 
concept was independently stated. In London, Walter Stanley Jevons 
applied the concept which he called “final utility” to the determination 
of value. In Vienna, Carl Menger also developed a theory of value 
based on this idea. Jevons had previously announced his discovery in 
a paper printed in 1862 and reprinted in 1866. Leon Walras had been 
lecturing along similar lines for some years at Lausanne and pub- 
lished his results in 1874. Alfred Marshall also had been working in- 
dependently at Cambridge and his subsequent work was influential 
both in refining the theory and in reconciling it with the main body of 
classical doctrine. 

This simultaneous formulation of a fruitful new concept in four 
independent centers of economic teaching was immensely influential. 
The elaboration of the concept and of its applications first to the theory 
of value and then to other aspects of economic theory occupied the 
majority of economic theorists for the rest of the nineteenth century.’ 
The elaboration of this idea lent itself to mathematical exposition by 
use of the differential calculus. In the next two or three decades there 
emerged a symmetrical and elaborate system of theoretical analysis. It 
was at first devoted primarily to an exploration of the forces determin- 

iCf. Knm Wicksell, Lectures on Political Economy, London, 1934, pp. 1-100, This 
clear exposition of the stages through which the modern theory of value has passed, was * 
translated from the second Swedish edition published in 1911. 
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ing the value of commodities in a mjarket. Analysis of the demand and 
supply of an individual commodity led to the development of a theory 
of general equilibrium. Therein it could be demonstrated that the 
prices of commodities were interdependent, and i^vere constantly tend- 
ing toward positions in which marginal costs and marginal utilities 
were in equilibrium, so that demand and supply would be equated. 

The demand for each commodity would be effective at the price 
where marginal costs of production equaled marginal utility. There- 
fore the purchasing power available for each commodity depended 
upon the purchasing power available for all. A complete series of inter- 
(onnected equations could be worked out in a system of general 
equilibrium. Every price as well as every demand and supply schedule 
—for the factors of production as well as for commodities and services 
— was a part of this mutual interdependence. Equilibrium was never 
completely attained. There were always misfits and miscalculations, 
but as long as competition was free there was always a strong tendency 
toward a return to equilibrium. 

It has often been stated that the application of the differential cal- 
culus to the consideration of marginal cost and marginal utility as 
determinants of value was comparable with earlier developments in 
the experimental sciences by which mathematical precision was given 
to previously vague ideas. The illustrations cited are usually drawn 
from the physical sciences.^ This raises the question whether economic 
forces can be assumed to act with the uniformity observable in physical 
phenomena, and to be capable of being studied one at a time on the 
assumption that other things remain equal. The reformulation of the 
theory of value assumed the continuance of political and economic 
institutions. 

The theory of general ecjuilibrium took for granted assumptions 
regarding social and political institutions, such as private property, 
freedom of contract, and a stage of industrial technology in which free 
competition was dictated by the existence of numerous producers 
and consumers among whom effective monopolistic combinations 
were impractical. It was concerned with prv!>bing the conditions of 
equilibrium in a competitive society unhampered by political inter- 
vention. It also assumed that economic forces were atomistic and in- 
finitely divisible although interdependent. A favorite analogy was 
that of likening economic forces to balls in a bowl. Each was self- 

2 Cf. Knut Wicksell, op. cit., p. <*8, 
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contained, but each rested in a p|>sition determined by the position 
of all. This analogy is a perfect illustration of the fact that the neo- 
classical analysis was postulated upon the assumption drawn originally 
from Newtonian physics, of separate but mutually interdependent 
atoms held in equilibrium by mechanical forces. Economic analysis 
was therefore developed, largely by use of the mathematics elaborated 
to deal with physical problems, in terms of equilibria reached and 
maintained by mechanical forces acting and reacting upon mutually 
interdependent phenomena. This was particularly true in the first 
formulation of the static analysis which explored the conditions of 
equilibrium at a given moment. The increasingly elaborate use made 
of algebraic symbols expanded by mathematical manipulation, and of 
geometrical diagrams, demonstrated the fact that the reasoning was 
implicit in the assumptions that lay behind the precise definition of 
the symbols. 

For some time, particularly among the followers of Menger in Aus- 
tria, there was a tendency to overemphasize the importance of utility. 
It was not long, however, before the concept of the margin which had 
been developed at first on the demand side of the value equation was 
extended to the supply side. Gradually the reasoning was transferred 
from the theory of pure value to other aspects of economic study. In 
addition to marginal utility and marginal cost, most modern texts 
contain references to marginal productivity of labor, marginal effi- 
ciency of capital, marginal propensity to consun^e, import, save, and 
invest, and marginal net revenue. The concept of the margin has in- 
deed been extended through every aspect of economic theory. 

This elaboration of economic theory has often been described as a 
process of intellectual tool-making. The neo-classical economists dis- 
played a remarkable degree of concentration upon methods of analy- 
sis rather than upon observation and classification of economic phe- 
nomena. Alfred Marshall was lecturer at Cambridge from 1868 to 
1877 and, after an interval at Bristol and Oxford, Professor of Po- 
litical Economy at Cambridge from 1885 to 1908. He became the 
leading exponent and tekcher of the neo-classical school. Like all great 
economists Marshall did not confine himself to the elaboration of 
theoretical concepts. But there was some tendency among economists 
in general to concentrate upon tool-making. A distinguished member 
of the Cambridge school which Marshall founded hats been cited as 
defining the subject matter of economics as neither more nor lc$s than 
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its own technique. Detailed analysis was sometimes developed as a 
demonstration of mathematical symmetries rather than as a deduc- 
tion from observed and tested premises. Marshall himself had warned 
economists not to “fall tacitly into the fallacy^^oi regarding what is 
tractable to our intellectual machinery as equivalent to what is im- 
portant/* but his warning was not always heeded.® 

One may search long in the neo-classical economic literature before 
discovering any disposition to test the assumptions of theory or to 
alter the conceptual framework within which theory was developing. 
This is partly because of the neo-classicists’ preoccupation with the 
fashioning of analytical tools, but also because the established order 
of society seemed to be both stable and efficient. The nineteenth cen- 
tury had opened in war and revolution. It seemed to be closing in peace 
and prosperity. At its commencement, violent and disruptive ideas had 
been vehemently debated. The classical economists had been con- 
cerned with great social issues. In their analysis of these issues they 
had developed a new theoretical system. The neo-classical writers 
carried over the main assumptions of theii classical predecessors. These 
had been derived from the political philosophy of individualism and 
the doctrine of natural rights which can be traced back at least to John 
Locke. In their elaboration of economic theory, however, the neo- 
classicists ignored the changes in technology and in political organiza- 
tion which were beginning to alter the productive process, competi- 
tion, and the institution , of property. A new chemistry and a new 
physics were developing rapidly in the third quarter of the nineteenth 
century. The discoveries of men such as the American chemist, Willard 
Gibbs, and the English physicist, Clerk Maxwell, were quickly turned 
to account in steel-making and in the electrical industries. Andrew 
Carnegie began to put together what ultimately became the United 
States Steel Corporation and John D. Rockefeller to organize the 
Standard Oil Company. At the same time, a new idealist political 
philosophy began to be influential in Britain, though not in the 
United States. 

The neo-classical acceptance of the classical assumptions is all the 
more remarkable for tjvo reasons. In the first place, these new scien- 
tific discoveries resulted from a re-examination of the assumptions of 
Newtonian physics. Again in their writing on economic policy* the 
neo-classicists, and even John Stuart Mill, the last of the ^classicists. 

> V 

«Cf. E. R. Walker, fiom Ecotwmic Theory to Practice, Chicago, 1945, Ch. IV* 
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showed that they were aware of th|^ new idealist philosophy. This was 
based immediately on the work of the German philosopher, Immanuel 
Kant (1724-1804), but ultimately on the work of Plato. This new 
philosophy emphasized the vital relation between the life of the in- 
dividual and the life of the community. The liberty of the individual 
was still stressed, but it was no longer an atomistic individualism. 

The door had been opened to social reform through collective 
action. Toward the end of his life John Stuart Mill had endorsed pro- 
posals that paved the way for a considerable development of munici- 
pal and state socialism. But his theoretical explanation of economic 
behavior continued to run in atomistic mechanical terms. Alfred 
Marshall made a conscious effort to construct an apparatus of economic 
analysis that would be useful in studying economic behavior from this 
new viewpoint. The political idealism which was gaining ground in 
Britain accepted the individualistic principles upon which economic 
activity was organized. Nonetheless it recognized the necessity for 
limiting individual rights whenever they impaired the rights of others. 
Marshall shared this philosophy. But it is difficult to see where he 
questioned any of the fundamental political and social assumptions 
of classical theory. Like Mill, he recognized the new forces at work and 
made concessions to them in regard to social policy, but he could not 
incorporate them into his analytical apparatus. This was because that 
apparatus was built upon assumptions that he did not question. 

Thus the neo-classicists accepted the institutions of society which 
they found operative in the legislation and equally in the public 
opinion of their time. The main body of economic writing was not 
concerned primarily with great issues of public policy upon which 
there was fundamental disagreement, but ratlier with the elaboration 
of theoretical analysis upon the basis of agreed premises. However, 
the idea that study of economic questions gave scope for many kinds 
of analysis, and particularly for empirical observation and description 
as well as abstract theory, was gaining ground. In the first half of the 
nineteenth century, a school of German historical economists had pro- 
tested against what the^ regarded as the abstraction, individualism, 
and materialism of the classical English wrijters. They pleaded that 
economic activity was part of the organic life of society and could not 
usefully be studied apart from its institutional setting. Toward the 
close of the century, however, the controversy between their followers 
and the neo-classicists died down. It became evident that there was 
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no essential contradiction betweenUheoretical and empirical studies 
but father that these approaches to the study of economic questions 
were complementary. 

When Alfred Marshall published his Principles of Economics in 
1890, he made it clear that he was sympathetic to these criticisms of 
the classical doctrines. After making sympathetic reference to the 
vigorous new work appearing in the United States and various conti- 
nental countries including Austria, he wrote that “on the whole the 
most important work that has been done on the Continent in recent 
limes is that of Germany.*’ He did not abate the need for “a firm back- 
bone of careful reasoning and analysis,** but he paid a particularly 
generous tribute to “the brilliant genius and national enthusiasm*’ of 
Friedrich List, and acknowledged that the historical studies of the 
Cierman economists “have greatly extended the boundaries of eco- 
nomic theory.’’ Ever since, there has been little dispute that both ana- 
lytical theory and comparative historical studies have useful roles to 
play in the development of economic thought. 

The most important body of dissent from the doctrines of the domi- 
nant neo-classical school was that of the Marxists. The work of Karl 
Marx himself has already been discussed in connection with his dissent 
from the classical theory. This is its proper historical setting. Though 
Das Kapital was not published till 1867, Marx was concerned with the 
earlier classical writers and particularly with David Ricardo. His fol- 
lowers disputed the marginal utility theories of value because these 
struck at the labor theory of value which was the theoretical founda- 
tion of the Marxian system of thought. However, neither this protest 
nor the voluminous and vitriolic disputations which, in Germany par- 
ticularly, divided the Marxist school are particularly relevant to a 
discussion of international trade. In recent years the victory of the 
left-wing revolutionary group and its subsequent consolidation of 
power in the U.S.S.R. have practically eliminated the influence of 
those Marxist determinists who were content to wait till the inevitable 
contradictions of capitalism should usher in the socialist order, and 
likewise of the revisionists who believed that the workers should or- 
ganize actively to promtyte socialism within the framework of capitalist 
democracy. These disputations of the past are regarded as deviations 
from the Marxian orthodoxy which runs from Marx and Engels to 
I-enin and Stalin. In this revolutionary creed deviations arc^not per- 
missible. 
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It was not surprising that the, donninant neo-classical school of econ- 
omists in England and the United States ignored the Marxian* pro- 
test. As world trade developed, capitalism appeared to be solidly en- 
trenched and to be extending its influence. London had become the 
organizing center of this expanding system of world trade and invest- 
ment. The continental expansion of the United States where capital- 
ism was even less questioned than in Britain was intimately connected 
with the world market. The capital necessary to develop industry 
and to build the railroads that spanned the continent was drawn in 
large measure from London. The increasing production, not only of 
cotton but of the agricultural produce of the Middle Western states, 
found important export outlets in the industrial areas of Europe. The 
urbanization of western Europe would not have been as rapid with- 
out these growing supplies of raw materials and food arriving from the 
United States. Nor would the westward expansion in the United 
States have been as rapid if western Europe had not provided export 
outlets. The California gold rush in 1849 and the expanded produc- 
tion of silver from the Rocky Mountain states in the sixties were im- 
portant factors in the monetary disturbances which led to the adop- 
tion of the international gold standard. 

Thus it was hardly to be expected that economic discussions would 
be concerned with examining the basic premises of an economic order 
which was still displaying expansive vigor. Even in the decade pre- 
ceding igi4> when the political tensions were building up that would 
issue in the first World War, both economic theory and business prac- 
tice continued to take for granted the political and economic prin- 
ciples upon which the classical system of economic thought had been 
[x>stulated. Those principles — particularly the prevailing belief in 
free competition, private property, and free contract — became articles 
of faith among the merchants, bankers, and industrialists who were the 
organizers of world-wide trade and investment. Edmund Burke had 
been right when he concluded that the aristocratic, feudal standards 
which he called “chivalry’* were dead and that the businessmen whom 
he called “sophists, economists, and calculators” would be the con- 
trolling agents in nineteenth-century developjnent. 

The developing countries of the New World had rejected the free- 
trade doctrine. The emergence in 1870 of a united Germany upset the 
balance of power in Europe and led all but a small group of western 
European countries to abandon the dream of universal free trade. In 
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the decades following 1870, the cq^ntries which clung to free trade 
were- forced to accept great modifications of their agricultural and in- 
dustrial production. Yet there is abundant evidence that the wealth 
and prosperity of the free-trade countries continued to. increase. One 
of the greatest achievements of this trading system was its capacity 
to absorb the shifts in national production that were a consequence of 
international investment in the development of new areas of agricul- 
tural, mineral, and industrial production. The tensions that led to 
the first World War were political rather than economic. Never be- 
fore or since had there been such flexibility of adaptation in the eco- 
nomic relations between trading nations as there was between 1870 
and 1914.. 

, In the early twentieth century a succession of diplomatic incidents 
arising from colonial and naval rivalries gave warning that imperialist 
scrambles for territory and for political influence were creating an 
international situation that might lead to war. The expansionist am- 
bitions of Germany in eastern Europe, north Africa, eastern Asia and 
the Pacific Islands had been kept within reasonable bounds as long 
as Count Bismarck remained Chancellor. But they had been given 
freer rein after his fall from power in 1890. There was a definite ac- 
centuation of political tension at the turn of the century when the sub- 
jugation of the Boer republics by Great Britain in the war of 1899- 
1902 was widely attributed — in Britain as elsewhere — to the influence 
of a small but powerful group of mining capitalists. This imperialist 
adventure contributed greatly to the recriminations and diplomatic 
crises that followed in rapid succession. Whatever the influence of 
vested interests may have been in particular incidents, prestige and 
power rather than national economic gain became the motivating 
considerations in diplomatic maneuvering. By 1906, it had become 
evident that an armament race was in progress and that the suspicions 
and fears aroused by the negotiation of alliances and counteralliances 
might create a situation where an unfortunate incident could pre- 
cipitate war. Several such incidents were smootlied over by skillful 
diplomacy, but with increasing difficulty. Then on June 28, 1914, the 
assassination of an Austrian archduke by a Yugoslav nationalist led 
to diplomatic exchanges between Austria-Hungary, Serbia, and Russia. 
The commitments of the Triple Alliance and the Triple Entente came 
into play so that Germany and Italy were called upon tp support 
Austria-Hungary while France and Britain were aligned with Russia. 
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Italy did not accept this commit|[ient; but before diplomacy could 
find a solution, the German armies had marched into Belgium on 
August 4, 1914. 

It is not necessary here to discuss the diplomatic background of the 
war, nor to assess the weight of economic factors in the political ten- 
sions that finally led to war. All that is necessary for an understanding 
of the development of economic theory in the prewar and immediate 
postwar years is to recognize the fact that the political and economic 
institutions of capitalist organization were not seriously questioned. 
There was no re-examination of the fundamental assumptions of 
theory. The neo-classical doctrine was still set in the mold that had 
been cast by David Ricardo at the beginning of the nineteenth cen- 
tury. 


THE NATIONALIST CHALLENGE 

Despite the changing facts of production, trade, communication 
facilities, and credit organization, and despite the considerable elabo- 
ration of economic theory in general, theoretical analysis of interna- 
tional economic relations continued to follow the lines and use the 
simpler concepts of classical theory. In no other aspect of economic 
theory was the neo-classical acceptance of classical assumptions more 
evident than in the field of international trade. The gradual divorce 
of the theory of international trade from the main body of economic 
theory became a source of concern to specialists in the field and at- 
tempts were made to restate it so as to incorporate the new statistical 
and analytical techniques. These attempts failed of their purpose be- 
cause the main body of theory had been elaborated upon tacit assump- 
tions that did not take into account the revolutionary social and po- 
litical changes that were developing in the early twentieth century. 

Economic theory was itself in need of fundamental revision. There- 
fore it could not be used to illuminate the intricacies of international 
economic relations. Whenever this situation recurs — as -it has re- 
peatedly in the history of economic thought — there is cause to suspect 
the validity of the theorists' assumptions. This is not to impugn their 
logic but merely to raise doubts concerning the relevance of their as- 
sumptions to actual conditions in the real world. One reason for the 
failure 6f the neo-classical economists to take a more critical view of 
the assumptions on which their theories were ci ccted was that the main 
issue of international economic policy was regarded as settled. The 
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benefits of free trade had been derponstrated. Departures from free- 
trade policy were regarded as political aberrations. For example, F. 
W. Taussig concluded his presidential address to the American Eco- 
nomic Association in 1904 with an emphatic defipnse of the doctrine 
of free trade. In his view, this doctrine, though rejected in the practice 
of most governments, was intellectually unassailable. 

At the turn of the century, doubts as to the theoretical justifica- 
tion of Iree trade, and dissatisfaction with the dichotomy that had 
developed between international-trade theory and economic tlieory in 
general, were beginning to be expressed with increasing frequency 
and force. What had been merely doubt grew into certainty, after the 
attempt in the 1920’s to restore the international gold standard col- 
lapsed in a great depression. The final issue of dissatisfaction with 
current theory was a revolt against the whole body of classical and 
neo-classical doctrine initiated in 1936 by J. M. Keynes.'* This revolt 
was based upon a rejection of the reasoning by which the international 
gold standard had been justified. This reasoning was rejected as theo- 
retically imperfect and disastrous in its consequences, and the criti- 
cisms of the neo-classical doctrine were expressed in extreme terms. 
There are indications of a recoil from these extreme criticisms. But 
it is now evident that we are launched again upon a period of economic 
controversy comparable with that which followed the close of the 
Napoleonic Wars. As in the past, tlie attempt to find more adequate 
explanations of the working of economic forces has involved recon- 
sideration of the whole body of theory, not merely that part of it which 
is immediately applicable to international trade. 

Up to and even after 1914, international economic relations con- 
tinued to be analyzed by most economists in terms of the simple con- 
ditions assumed by Ricardo. Two countries A and B each producing 
two commodities x and y continued to be the starting point from which 
the theory of comparative costs was exjjounded, and the theory of 
comparative costs continued to be the justification for a separate theory 
of international trade. It is, of course, p>ossible to cite exceptions to 
this sweeping statement. The German histoncal economists rejected 

* As an example of the growjmg body of protest may Ije cited Sidney Webb's letter (27 
July 1890): ‘*I went straight to the Clifb and read right through Marshall's six hundred 
pages — got up, staggering under it. It is a great IxK>k. nothing new— showing the way, not 
iollowing it. For all that it is a great book, it will supersede Mill. But it will not make 
an epoch in Economics. Economics has still to be remade.” Margaret Cole, Beatrice Webb, 
New York, 1946, p. 43. 

For the Keynesian revolt cf. Chapter XV, “Fxonomic Nationalism l3etween the Wars." 
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the Ricardian teaching. The ideas^of Friedrich List gained ground in 
Germany after 1 870 and provided a useful theoretical basis for policies 
of national development behind the shelter of tariff barriers. 

In the United States. Henry C. Carey, the son of Mathew Carey, 
was a diffuse and voluminous critic of the free-trade doctrine. In so 
far as any continuous thread may be found in the varying interpreta- 
tions which Carey gave of his free-trade position, it is to be found in 
Alexander Hamilton’s theory of economic development. The*younger 
Carey was well placed financially and moved in the more successful 
business circles. His free-trade philosophy was a peculiarly American 
version of laissez faire which, before the Compromise tariff of 1833 
and after the crisis of 1847, included advocacy of tariff protection. He 
was innocent of the Hegelian teachings which in Germany confused 
the wealth of the community with the power of the state. Carey’s argu- 
ment was directed toward the development of a manufacturing econ- 
omy, to be created by giving scope to free enterprise. The exploitation 
of frontier opportunities provided him with innumerable illustrations 
of the beneficent results to be expected from such enterprise, but his 
ideas are difficult to reduce to a coherent theory. More sophisticated 
teaching, such as that of William Graham Sumner, included the tariff 
as one of the most flagrant examples of state interference with free 
enterprise. But this part of the teaching was apt in the United States 
to fall on deaf ears.® 

The main stream of economic thought in the United States, Aus- 
tria, Switzerland, France, and even in Germany, as in England, fol- 
lowed the Ricardian tradition. The discussions of international eco- 
nomic theory in this period before 1914 may be considered conven- 
iently in relation to three major questions.® In the first place there 
was a distinct clarification of the assumptions that underlie the theory 
of comparative costs. Secondly, there was much discussion of monetary 
policy and of its function in the clearing and balancing of interna- 
tional payments. The third and main subject of discussion was the di- 
vision of the gains from trade among the trading countries. These 
subjects are dealt with irt the remainder of this section. 

For a generation after 1848 John Stuart Mill’s Principles of Po- 

a Cf. W. G. Sumner, Protectionism, New York, 1885, p. VI: “Protectionism seems to me 
to deserve only contempt and scorn, satire and ridicule. It is such an arrant piece ol 
economic quackery, and it masquerades under such an affectation of learning and philos- 
ophy, that ft ought to be treated as other quackeries are treated." 

« Cf. Chapter VII, “The Classical Theory of International T/ade.“ 
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litical Economy had gone through ;successive editions until it gained 
almost unchallenged authority. In 1873 however, J. E. Cairnes pub- 
lished a general treatise, in which he developed the Ricardian distinc- 
tion between national and international trade. In so doing, he revealed 
more clearly the limitations of the comparative cost theory. Cairnes 
opened his preface with a declaration of orthodoxy. He accepted the 
assumptions, defended the methods, and arrived at the conclusions of 
the classical writers. But in so doing he sharpened the intermediate 
steps of the reasoning. In particular he defined international trade as 
“that portion of the trade of mankind carried on between localities 
sufficiently separated from each other, whether by moral or physical 
obstacles, to prevent the action, as between producers in the trading 
localities, of effective industrial competition.** This definition, crystal- 
lized in a phrase as trade between non-competing groups, was merely 
another way of stating the Ricardian assumptipn that the factors of 
production could not be transferred between countries. But this re- 
statement threw a flood of light upon the abstract nature of the theories 
derived from this assumption. 

The obverse definition of national trade as “carried on under those 
more favorable conditions where industrial competition is effective’’ 
liad already drawn much criticism. Walter Bagehot was driven to de- 
fend it by emphasizing the fact that economic theory consisted of 
abstract reasoning from a hypothetical model. In doing so he spoke 
of “English Political Economy’’ and recognized that “it is known every- 
where as the theory of ‘free trade,* and out of England Free-Trade 
is almost everywhere unpopular.’’ But, he argued, this English po- 
litical economy consisted of “an analysis of that world so familiar to 
many Englishmen — the great commerce by which England has be- 
come rich,’* and therefore “it assumes the principal facts which make 
that commerce possible, and, in the way of an abstract science, it 
isolates and simplifies them; it detaches them from the confusion with 
which they are mixed in fact,’’ The pure theory of international trade, ^ 

7 C£. Alfred Marshall, The Pure Theory of Foreigri fTrade and the Pure Theory of 
Domestic Values, London, 1930. The foreign trade chapter is a rigorous elaboration of 
Mill's theory of international^ values, ^nd in connection with the most important group 
of cases examined Marshall states (p. 5) that "the chief importance of these results arisM 
from the fact that they may be applied to the trade that a compact industrial group 
carries on with its neighbours." The classical and neo-classical theorists defined inter- 
national trade as trade between noncompeting groups, but discussed it as edmpetitive 
trade between individuals. Cf. Frank D. Graham, The Theory of International Values, 
Princeton, 1948, p. 6. 
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therefore, is a study of the econoti^ic relations of groups inside which 
competition is perfect, but between which industrial competition is 
not effective because the factors of production cannot be transferred. 

The extent to which trade between different countries conforms 
to this pattern obviously varies considerably at different times and in 
different regions. John Stuart Mill recognized this fact when he 
pointed out that wherever there was effective industrial competition, 
as between England and the West Indies, the trade was not interna- 
tional in his definition, but “more resembles the traffic between town 
and country, and is amenable to the principles of the home trade.” 
Cliffe Leslie and other critics of Mill were not content with this recog- 
nition of the fact that some inter-country trade was not international. 
They attacked the classical distinction between international trade 
and home trade as increasingly unrealistic. The later neo-classical 
writers retreated to Bagehot’s argument which defines “a nation in 
the economic sense — that is, a group of producers within which labour 
and capital circulate freely.” 

Under the international gold standard the distinction between 
domestic and international trade in practice became increasingly diffi- 
cult to sustain. Capital moved more and more freely. Skilled labor 
and for a time, during the great transatlantic migration of the early 
twentieth century, even unskilled labor became mobile. 

Little need be added at this point to the discussion of monetary 
policy in connection with the balancing of international payments. 
Running battles were fought over the silver question in the seventies 
and the eighties, and there were voluminous controversies over bank- 
rate policy. The international gold standard was being fashioned as 
the monetary mechanism through which international payments 
could be cleared and balanced. It was an elaborate and delicate process 
by which pressures on the credit facilities in different countries might 
be used to keep equilibrium in the world-wide marketing process. 

Modern economists have come to believe that even in the latter part 
of the nineteenth century when prices were more flexible, and there 
was more disposition thih there is now to allow gold movements to 
bring about changes in the credit structure aqd therefore in prices — 
even then the changes in national income were the most important 
means by which equilibrium was restored in the international balances 
of payments. The neo-classical writers did not develop this idea. They 
emphasized the fact that from time to time the pressures on credit 
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facilities involved deflation of commodity prices. While reserves were 
being accumulated to operate the credit systems on a gold basis, the 
pressure on price levels was heavy and the agricultural interests in 
many countries protested vigorously. Later when the credit structures 
had been organized so that the scramble for gold abated, it became 
evident that the periodic necessity for checking credit expansion, 
though exercised immediately on commodity prices, resulted in sec- 
ondary and more severe pressures on investment. There was an alter- 
nation of expansion and contraction in new capital issues, lagging be- 
hind the manipulation of short-term interest rates that was dictated 
by the fluctuations of the commodity markets. As long as the drift of 
prices was upward, the resultant investment crises were not unduly 
severe. In the disturbed economic conditions between the wars, this 
cyclical fluctuation of investment and therefore of employment im- 
posed a strain on national economies that was politically intolerable. 
The neo-classical writers, however, added little to the classical exposi- 
tion of the price specie-flow theory by which the classicists had ex- 
plained the balancing of payments. 

On the other hand, important contributions to the theory of inter- 
national trade were made in discussions concerning the division of 
the gains from trade. These contributions were a continuation of the 
controversy raised by Colonel Robert Torrens in connection with 
which John Stuart Mill had developed his theory of international 
values.® Torrens had argued that, since the value of commodities in 
international trade was determined by reciprocal demand, the de- 
mand for imports would be increased if a country lowered its tariff. 
Therefore the country would necessarily purchase its imports at a 
higher cost in exports per unit. In technical language the terms of 
trade would be less advantageous to the country reducing its tariff. 
The whole theory of international values was clarified when Alfred 
Marshall worked out his diagrammatic apparatus in The Pure Theory 
of Foreign Trade. Marshall distinguishes a normal case in which “a 
decrease in a country’s exports will cause her to obtain her imports 
on terms more advantageous, but not much^more advantageous than 
before.” He then considers the most important exceptional case in 
which “a diminution of the total exports of a country may cause these 
to be in such urgent demand abroad that she obtains in return for her 
diminished exports an increased instead of a diminished supply of 

^ Cf. pp. 199-202. 
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foreign wares.” Finally he considers the possibility that increased pro- 
duction for export greatly lowers the cost of production per unit so 
that the fall in export values diminishes the total amount of imports 
received in return. 

This treatment recognizes the elasticity of demand for commodities 
and the possibility of increasing returns (diminishing costs of pro- 
duction). Marshall’s analysis is static and therefore does not consider 
the possibilities of the factors of production being transferred from 
one country to another. Within these limits he plots on a series of 
diagrams the range of possible reactions and indicates the positions 
of stable and unstable equilibrium under the different conditions he 
assumes. 

This elaboration of the theory of international values was carried 
forward by C. F. Bastable, F. Y. Edgeworth, and others. It is evident 
that it represents a partial though valuable treatment of the subject 
and needs to be combined with a similar elaboration of the supply 
side of the equation, starting from the theory of comparative costs. 
The combination has emerged in recent years in the equilibrium 
theory, which is summarized in the last section of this chapter. 

Meantime it should be noted that academic discussion of the forces 
determining interriational values, upon assumptions which accepted 
the status quo in regard to existing social institutions and the eco- 
nomic development of different countries at a given moment, led to 
attempts at measuring the terms of trade and the division of the gains 
from trade. The classical economists had displayed little interest in 
these questions. John Stuart Mill’s vindication of free trade rests 
largely upon political and even moral grounds. His economic case was 
cosmopolitan: an eloquent argument for foreign trade on the ground 
that its advantage consisted in a more efficient employment of the 
productive forces of the world. The classical economists had been 
content to rely upon the competitive efficiency of individuals and 
industries and had deprecated attempts to regulate trade for national 
advantage. British merchants evinced a robust faith in their own 
competitive power. Butrin other countries this was regarded as a 
rationalization of the interests of the already strong. 

Toward the end of the century, doubts concerning the net advan- 
tages of a unilateral free-trade policy were expressed more vehemently 
in Britain itself. The Colonial Conferences tailed in connection with 
the Jubilee celebrations in 1887 and 1897 resulted in pressure from the 
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self-governing colonies for preferential treatment in British markets. 
A considerable body of British opinion supported by economists of 
the historical school advocated closer commercial relations within the 
Empire. The demonstrations of imperial solidiarity during the Boer 
War encouraged the tariff reformers. But free-trade sentiment was 
still strong in Britain and a general election in 1906 resulted in a re- 
sounding defeat for the tariff reformers. 

Among the controversial literature one brief document may be cited 
to indicate the shift in opinion that was taking place in Britain. The 
Conservative Prime Minister, A. J. Balfour, was a distinguished phi- 
losopher and President of the Royal Economic Society. In August, 
1903, he circulated among his colleagues a memorandum which was 
afterward published. Approaching the question of tariff policy as a 
free trader, he rejected the extreme positions on either side. He re- 
jected the cosmopolitan free-trade position on the ground that the 
benefit of the world as a whole was not necessarily identical with the 
benefit of each particular country in the world. Going on' to argue 
that the failure of other great nations to follow her free-trade lead 
had placed Britain in a vulnerable position, he raised the question 
“whether a fiscal system suited to a free trade nation in a world of 
free traders, remains suited to a free trade nation in a world of pro- 
tectionists.” He realized, as subsequent events were to prove, that 
Britain was “hampered indeed by foreign tariffs, yet able, in spite of 
them, to carry on an export trade which, if it does not increase as 
we might wish, yet increases rather than diminishes, and an import 
trade of unexampled magnitude.” ® 

Mr. Balfour’s argument rested finally upon the last point — the 
dependence of a heavily populated country upon imports of food and 
raw materials, and the consequent necessity of keeping open some 
markets for its exports. What he was concerned with was Britain’s 
dependence upon imported foodstuffs and raw materials which might 
become a source of difficulty as other countries closed their markets 
pro^essively to British exports. Therefore he pleaded that Britain 
should not continue to accept the free-trade policy as perfect, “merely 
because it is simple, unartificial, and, above all, familiar.” In a word he 
asked for a return to tariffs for bargaining purposes. 

The cause of unilateral insular free trade was lost when such cal- 
culations came to be regarded as significant. No country would con- 

** A. J Balfour, Notes on Insular Free Trade, Ixmdoii, 1903. 
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tinue to expose itself to the risks and fluctuations of a situation in 
which its rivals not only pursued the policy of fostering their industrial 
development (and in the case of Germany, its military potential) but 
did so by thrusting part of the cost on the free-trading country. Mr. 
Balfour wrote the epitaph for the laissez-faire, free-trade doctrine 
when he pointed out that 

the actual nations into which the world is parcelled out, — would never 
have come into being, and could never be maintained as they are, but at 
the cost of something which, from the point of view of pure free trade 
theory, must be regarded as economic waste. And inasmuch as they are thus 
a standing violation of cosmopolitan free trade (as thus defined) it is not 
surprising that in their efforts at self-preservation they have not felt them- 
selves bound to. consider only arguments drawn from cosmopolitan eco- 
nomics. They have taken into account, not always wisely, something more 
than the present pecuniary interest of individual consumers and producers, 
they have recognised that the state is something more than the individuals 
composing it at any one time, and that not only is it irrational to suppose 
that what is good for the wealth-producing capacity of the world must 
necessarily be good for each particular state; but that quite certainly it is 
not.i® 

Thus in the field of international trade, the institutional setting 
betrayed the assumptions upon which theory had been elaborated. 
Nations were not ready to accept the consequences of free trade. 
Moreover the theoretical structure was built upon assumptions that 
approximated the simpler conditions of the late eighteenth and early 
nineteenth centuries. It offered at first too simple an explanation of the 
forces determining the division of the gains from trade. And when 
these came to be analyzed more closely, the analysis lent encourage- 
ment to the forces of nationalism. 

More important still, theory was confined to analysis of static con- 
ditions. It neglected the factors of change and developjuent in a dy- 
namic world. There is a piety of scholarship which shrinks from break- 
ing with the terminology and conceptual framework of past theory. 
Marshall took pains to fit his analysis into the pattern worked out by 
Mill, as Mill had been careful to work withii\the Ricardian pattern. 
Bagehot, noting the increasing range and importance of capital move- 
ments, remarked upon the necessity for modifyiri^ the classical as- 

10 Ibid., p. 5. 
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sumptions. In the late 1870’s, he had written that “Ricardo formed, 
and others have continued, a theory of foreign trade in which each 
nation is bounded by a ring-fence, through which capital cannot pass 
in or out. But the present state of things is far 4 ^ss simple, and much 
of that theory must be remodelled.” It remained for a later genera- 
tion of economists to attempt this remodeling. Before this was at- 
tempted, revolutionary changes of economic philosophy and .structure 
had followed in the wake of a destructive war. t 

THE NEO-CLA-SSICAL RESTATEMENT AND VERIFICATION 

Before the war of 1914-18, restatements of the theory of interna- 
tional trade followed the Ricardian pattern. In Britain the free-trade 
policy seemed firmly settled. There was little inclination toward re- 
vision of the theory on which it rested. Over most of Europe, however, 
as well as in the United States, and in the new countries of European 
settlement, the protectionist doctrine gained ground. The slogans 
upon which this doctrine rested were political rather than economic, 
and it was on political grounds that the case for free trade was finally 
challenged in Britain. Friedrich List had been concerned to foster 
the union of German states and to stress the educational benefits of 
industrial development. Alexander Hamilton also had been concerned 
with the strength of the union. The historical economists of the later 
nineteenth century did not formulate an alternative to the classical 
economic theories. They criticized them as being too narrowly based. 

Early in the twentieth century, however, an Austrian economist, 
Richard Schuller, put forward a theory of protection based on purely 
economic reasoning. He argued that the total income of a country may 
be increased if a marked expansion of production is stimulated by a 
moderate tariff, entailing only a slight rise in the price of the protected 
commodity and only a moderate burden on the consumer. The neo- 
classical criticism of this argument was able to demonstrate that the 
expansion of the protected industry, at any given moment, must either 
draw resources from already existing industries in which the country’s 
comparative advantage is presumably greater, or it must call into 
production unutilized resources. Schuller was clear on this point, but 
he argued that underemployment of resources was the rule rather 
than the exception. 

At first glance this argument bears some resemblance to 4 he “field 
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of employment" concept urged by Wakefield and> before him, by 
Alexander Hamilton, and accepted by John Stuart Mill. It has also 
been claimed that Schuller anticipated the position taken by the fol- 
lowers of J. M. Keynes in recent years. It is difficult to accept either 
of these parallels. Schuller’s analysis was static. The argument of 
Hamilton and Wakefield was dynamic. It presumed the movement 
of labor and capital to develop the idle resources of a new country. 
The infant-industry argument, admitting the case for protection over 
a limited period of time in order to develop the potentialities of such 
a situation, had been accepted in theory by both the classical and neo- 
classical economists from John Stuart Mill on.^^ 

In considering Schuller’s argument it must be remembered that 
the existence of idle natural resources at any given moment does not 
prove that the national income would be enhanced by bringing these 
resources into production. In so far as Schuller’s argument differs from 
that of Hamilton’s infant-industry argument, it is based upon a very 
old but persistent fallacy. Land lies idle, waterpower is unutilized, 
minerals remain in the ground whenever at the prevailing costs of 
production it is cheaper to import commodities. In such cases, the 
country’s labor and capital are more profitably used in other direc- 
tions. It would not increase the national income to divert labor and 
capital from profitable export to less profitable domestic industries, 
in order fully to utilize a country’s natural resources. 

There is more point in Schuller’s argument concerning the use of 
unemployed or underemployed labor. In most cases this is a question 
not of the total national income but of its distribution. There is no 
doubt that in a single industry employment may be preserved against 
competitive imports by the imposition of a tariff. There is equally 
little doubt that in certain circumstances a larger working popula- 
tion may be maintained at a desired level of wages by a protective 
tariff, the burden of which is borne mainly by export industries that 

Most economists have admitted it as a theoretical exception to the rule of free trade, 
the practical importance of which is much exaggerated. Cf. F. W. Taussig, Some Aspects 
of the Tariff Question, Cambrkjge. 1915. Ch. II and Gottfried Haberler, op. cit., pp. 278- 
85. The political leaders of the free-trade movement went even furthef. Cf. G. Armiuge 
Smith, The Free-Trade Movement, London, 1898, p. i55,«citing Richard Cobden’s state- 
ment: believe that the harm which Mill has done to the world by the passage in his 

book on Political Economy in which he favours the principle of Protection in young 
communities has outweighed all the good which may have been caused by his other 
writings.” Qf. also John Bright’s comment on Mill’s theoretical objections to the secret 
ballot: “The worst of great thinkers is they so often think wrong.’’ (G. M. Trevelyan, 
Life of John Bright, p. 174.) 
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provide relatively little employment. Theoretically there is even a 
possibility that, in the short run, the employment of otherwise idle 
labor, or the maintenance of employment in an industry threatened 
by temporarily severe competition, may increast the national income. 
Against this theoretical possibility must be set the risk that attempts 
to maximize national income by tariff or other methods restrictive of 
trade may initiate a widening circle of tariff reprisals. 

It must be concluded, therefore, that Schuller’s attempt within the 
framework of the Ricardian static analysis to construct a theoretical 
basis for protective policies was based in respect of material resources 
on fallacious reasoning. In respect of labor, the classical economists 
would have regarded his contentions as theoretical curiosities with 
unwise and dangerous implications for practical policy. 

The classical doctrine was not seriously undermined by economic 
criticism before 1914. The cases in which it could be demonstrated 
theoretically that a nation might gain from intervention in the market- 
ing process were regarded as unimportant exceptions to a sound gen- 
eral rule. They lent support to the arguments of those who, primarily 
for political rather than economic reasons, rejected or questioned the 
free-trade doctrine. But economists continued to teach that the long- 
run advantages of international specialization outweighed the specu- 
lative possibilities of maximizing temporary positions of advantage at 
the risk of impairing that specialization. Those who dissented from the 
free-trade doctrine did not successfully dispute its economic logic, 
but put greater weight on political factors. 

Even after 1918 there was a remarkable degree of unanimity among 
economists. This was evidenced by the practically universal agree- 
ment on the necessity of restoring the international gold standard as 
j quickly as possible. Indeed it was not until well after the first World 
War had ended that economists succeeded in achieving the systematic 
remodeling of the classical theory of international trade that Bagehot 
had seen to be necessary.^® Before F. W. Taussig put into final shape 

*2 This case is argued by a group of Australian econon.ists in The Australian Tariff: 
dn Economic Enquiry, Melbourne, 1929. Cf. p. 140: “The advantage of protection is in 
the maintenance of a larger {^^pulation than could have been expected at the same 
standard of living without the protective tariff. It is not an advantage to every part of 
the population, nor has it produced the maximum of income per head. But-given the 
basic Australian objective of seeking the largest white population at the highest standard 
t>f living, we consider that the protective tariff has been an effective means of securing it.*' 

^®Cf. J. M. Keynes, ''Reconstruction in Europe,*’ Manchester Guardian Commercial 
^^pplement. No. 1, April ao, 1922, p. 5; do not see how one can arrive at a real sta- 
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his systematic treatise, he and his^ pupils had undertaken a series of 
essays in the verification of international trade theory. These essays 
were concerned with the statistics of the prewar period in various 
countries. Necessarily, they took account of credit mechanisms and 
capital movements that had found no place in the classical analysis. 
In Taussig’s restatement of the classical doctrine, therefore, the ri- 
gidity of the assumption that the factors of production were immobile 
between countries was relaxed. Nevertheless Taussig reasoned within 
the framework of the classical doctrine, and his work though pub- 
lished in 1928 must be regarded as belonging logically to the nine- 
teenth-century school which is usually described as neo-classical. 

Taussig’s treatise began with an analysis of the conditions in which 
trade arises. Throughout this analysis. Taussig avoided the complica- 
tions that arise in a money-economy, and made his argument in terms 
of barter — goods being exchanged for goods. He constructed laborious 
arithmetical tables designed to illustrate absolute, equal, and com- 
parative cost differences. Whether these are stated in terms of labor 
cost alone, of real costs of production measured by some composite 
unit, or whether the obverse demonstration is made of the absolute, 
equal, or comparative advantages which a country enjoys in being 
able to produce more units for a given cost — the arithmetic is always 
an elaboration of Ricardo’s. As Taussig pointed out, most trade arises 
as a result of absolute cost differences. Thus it is obvious that the 
cost of production of bananas in a tropical country, measured in labor 
time or in any other way, is less than the cost of production of bananas 
in a temperate climate. 

He demonstrated that a country might find it advantageous to de- 
vote its limited resources to the production of the commodities in 
which it had the greatest comparative advantage. Thus assuming that 
labor and capital could not be transferred, a country might import 
goods which it could produce at less real cost, in order to concentrate 
upon the production of other goods in which it had an even greater 
cost advantage. Only in the case where the labor costs of different 

bilisation except by re-establishing the gold standard in as many countries as possible," 
and No. 2, May 18, 1922, p. 67, in reply to M. Hanota^x: “No! The economist is not 
King; quite true. But he ought to Ijel He is a better and wiser governor than the general 
or the diplomatist or the oratorical lawyer. In the modern over- populated world, which 
can only live at all by nice adjustments, he is not only useful but necessary.” 

Marshall's Industry and Trade was published in 1919, and his Money, Credit 
Commerce in 1925. The final systematization of neo-classical theory, however, was F. W. 
Taussig's International Trade, which appeared in 1928. 
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commodities in one country bear the same relation to each other as 
they do in another country, would there be no profit in trade. Taussig 
showed this theofetically by an arithmetical example where, in two 
countries each producing two commodities, thd^ cost of the first com- 
modity in each country was twice that of the second. This is the highly 
unrealistic case of equal cost differences. In the real world, with many 
countries and many commodities, and with many elements besides 
labor entering into cost, it would be virtually impossible to find no 
opportunities for trade. 

The core of Taussig’s argument was that the barter terms of trade 
are determined by reciprocal bargaining. This means that the quan- 
tity of exports necessary to procure a given quantity of imports will be 
determined, within the limits set by comparative cost, by the relative 
intensities of demand in each country. Thus the (juantiiy of bananas 
exchanged for an automobile will depend upon the demand in both 
countries for automobiles and bananas. 

As soon as an attempt is made to relax the assumptions upon which 
this simple, hypothetical reasoning was based, it becomes evident that 
the approach to international-trade theory from this angle is cum- 
brous. It becomes necessary to consider a whole range of countries pro- 
ducing a variety of different commodities. The labor-cost theory of 
value has been long since abandoned and if attempts are made to use 
labor cost as a symbol of real costs, in the sense of the quantities of 
the factors of production devoted to producing units of a commodity, 
there is no common measure of these quantities, except their value in 
terms of money. Taussig circumvented this difficulty by assuming that 
the structure of industrial production was approximately the same 
in the trading countries, both in res}x;ct to the grades of labor em- 
ployed and to the capital equipment and organization combined with 
labor. He recognized that there was a great variety of labor and of 
industrial organization in each country. But he assumed that the 
variety followed roughly the same pattern in each country, and there- 
fore he took labor cost as typical of all real co!\ts. In so doing he begged 
what many economists would now regard as among the most perplex- 
ing and important questions of international-trade theory. 

Many other modifications of the neo-classical theory are called for 
if it is to be useful as a tool with which to analyze the actual processes 
of international trade. Goods are produced under conditions of in- 
creasing or decreasing costs; demand varies with income and with 



424 THE COMMERGE OF NATIONS 

price; there are large elements o£ imperfect competition (oligopoly 
and monopoly in the determination of prices); monetary policies, as 
well as prices, affect the national income; and the complicated proc- 
esses of investment and the developmental (dynamic) consequences 
of the increasing mobility of certain of the factors of production need 
to be taken into account. 

Conceivably it would be possible to modify the neo-classical theory 
so as to take all these complications into account. The result would 
bear about as much resemblance to the original as a moth bears to its 
parent grub. Most economists now prefer to adopt a more direct ap- 
proach. There are some who would rest content with a theory of in- 
ternational prices, abandoning the attempt to analyze the factors de- 
termining those prices. More than the piety of scholarship, however, 
impels continued effort to work out a reasoned explanation of the 
conditions in which international trade arises. The theory of com- 
parative cost in its neo-classical formulation may not be a satisfactory 
statement in modern conditions. But it deals with a question of real 
importance for which an answer should be found. The best use of the 
human and natural resources of the world, given the control of those 
resources by the states which constitute the governing authorities of 
different segments of the world’s population, raises issues which go 
beyond the immediate forces of the market. The nineteenth century 
answered these questions in terms of maximum total productivity, 
assuming the status quo in respect to population, skills, industrial 
organization, and capital accumulation. This answer does not satisfy 
the twentieth century. The search for a more satisfactory answer goes 
on. 

In the same way, the mechanisms created to clear and balance pay- 
nlents between national economies and the theoretical explanation of 
the processes by which those mechanisms operated are no longer ade- 
quate to the changed circumstances of our time. The essays in veri- 
fication of the neo-classical theory of the balancing of payments and 
Taussig’s summary of their major conclusions added considerably 
to our knowledge of the working of the international gold standard. 
In particular, the essays explored a^d measured the effects not only of 
gold movements and credit transfers in the ordinary course of trade/ 
but the effects of international lending on commodity prices, on the 
course of trade, and on the terms upon which trade was conducted. 
They broke new ground in considering the balancing process as it 
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operated when one or more trading countries operated under an in- 
convertible and fluctuating paper money standard. The results of 
these investigations were generally accepted and passed into the litera- 
ture of economics. ^ “ 

In the years since 1914 however, great changes have taken place. 
The trade of a country on an inconvertible paper standard when the 
rest of the world and particularly the great countries are firmly estab- 
lished on the gold standard can throw light on modern problems. 
But these problems are different when virtually all countries are on 
inconvertible paper standards, and when the marketing processes 
necessary for the effective functioning of an international gold stand- 
ard have been curtailed almost beyond recognition. 

THE GENERAL EQUILIBRIUM THEORY 

Early in the interwar period economists were giving up the labori- 
ous attempt to adapt the classical theory of international trade to 
modern' conditions. This was so even before the systematic restate- 
ment of that theory had been completed. Attempts to explain value 
— objectively as created by labor or subjectively as the resultant of 
psychological preferences — had given way to the theory of general 
equilibrium in which the varied forces of supply and demand were 
regarded as interdependent. For the most part, the marginal utility 
explanation of value had been put forward as it applied to a single 
market; but the Italian economist, Vilfredo Pareto, the successor of 
Leon Walras at Lausanne, had shown that it could be applied to many 
interconnected markets. 

Pareto published his Cours d'economie politique at Lausanne in 
1896-97. He was able to show that the classical theory of comparative 
costs based on labor costs could not be transferred without confusion 
to a comparison of money costs in different currencies. He found 
that trade conducted in monetary terms did not behave exactly like 
barter trade because of the different reactions of money and prices 
in different countries. Thus he was aware of the unreality of the 
classical assumption that the effects of monetary policy can be ignored 
in the balancing of intej-national payments. While Pareto himself did 
not apply his criticisms and suggestions to a positive reformulation of 
the theory of international trade in terms of the mutual interdepend- 
ence of prices in different markets, it was inevitable that this applica- 
tion should ultimately be made. 
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Impetus was given the reconsideration of international trade theory 
by Alfred Weber’s studies of industrial location. These followed the 
German tradition which had been set by Johann Heinrich von 
Thiinen in his attempt to explore the implications of the advantages 
(rent) of situation. Von Thiinen’s study Der isolierte Stoat postulates 
an isolated region of equal fertility with a market at the center in order 
to find what will be the factors determining the kinds of cultivation 
at different distances from the market. Alfred Weber had studied in 
more general terms the factors determining the choice of location for 
different industries, particularly the costs of transportation for diflEer- 
ent products. He left an unfinished study in which he argued that 
international trade should be treated as a special case of regional trade 
arising from the location of industry as determined largely by trans- 
port costs. Study of the factors which determine the comparative ad- 
vantages of different kinds of production, regionally and interna- 
tionally, provides important background material for a realistic theory 
of international trade. But analysis of international economic rela- 
tions cannot be confined to the economic and geographical factors 
studied in a theory of industrial location. The recent development of 
national monetary policies has added force to the reasons already given 
for the rejection of Weber’s thesis. The whole trading process — in- 
cluding investment, foreign exchange, and labor policies as well as 
price formulation — is affected by manipulation of the monetary sys- 
tems to achieve desired political and social objectives. 

One further source of the new approach to international economic 
relations is sufficiently important to warrant specific notice. The 
studies in verification of the classical theory undertaken at Harvard 
under Taussig’s direction, enlarged the scope of that theory first in 
their emphasis upon capital movements and second in the studies of 
trade under inconvertible paper currencies. The former led to modi- 
fication of the Ricardian assumption that the factors of production 
were immobile internationally. The latter set the theory of inter- 
national trade again in a perspective wider than that of the interna- 
tional gold standard. Tfius the way was opened for a theory of eco- 
nomic development, transcending the purely static analysis of the 
classical theory, and for a general treatment in which gold standard 
conditions constituted merely a particular case. 

The reformulation of the theory of international trade also drew 
heavily upon the theorists who elaborated the general equilibrium 



THE NEO-CLASSICAL DOCTRINE 427 

theory of value. The work of BertiJ Ohlin in particular, is avowedly 
an attempt to apply to international trade the mutual interdependence 
of prices worked out in the general equilibrium theory described in 
the first section of this chapter. Ohlin made use of this theory as it 
was developed by Knut Wicksell, Gustav Cassel, and later Scandina- 
vian economists. While it could be argued that Ohlin*s treatment was 
in completion of, rather than in conflict with, the classical theory, it 
did constitute a fruitful new method of attack upon international 
economic questions. 

As economists applied the general equilibrium approach to the 
theory of international trade it became integrated once more with 
the main stream of economic thought. Thus they were able to use the 
elaborate apparatus — particularly of the theory of value — which was 
the main contribution to economic thought of the writers of the latter 
nineteenth century. However, what has been said of the {X)Iitical 
assumptions of economic theory in general and of the philosophy on 
which they rest is ecjiially applicable to the general equilibrium theory 
of international trade. For this theory is based upon the assumption 
of free enterprise and freedom of the marketing process. Applied to the 
extension of the marketing processes as they developed in the latter 
part of the nineteenth century, it is a more satisfactory instrument of 
analysis than the classical theory. And in so far as the marketing 
processes remain free it remains the most satisfactory apparatus yet 
developed for an understanding of international economic relations. 

The main propositions of the general equilibrium theory do not 
differ greatly from those of the classical theory. The same answers are 
given to the main questions, but these answers are both more general 
and more qualified. The analysis may start from the variations of pro- 
ductive factor equipment in different countries or from the prices of 
these productive factors. In either case it is concerned with applying 
to international trade the modern theory of value. This can be done, 
as Professor Habcrler has shown, in terms of opportunity costs, or, 
as many economists following Professor Ohlin have preferred, in terms 
of general equilibrium or mutual interdepencience of the prices both 
of commodities and of production factors. When approached in this 
way, analysis of international as well as national trade must be in 
terms of relative prices. Trade develops because variant combinations 
of the factors of production in different countries result in variant 
prices for different commodities. Interchange tends to equalize com- 
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modity prices in difEerent regions, and also to equalize the prices of 
the factors of production. The prices of commodities, the prices of 
productive factors, the demand for and supply of commodities, and 
the demand for and supply of production factors interact in mutual 
interdependence. Pushed to its logical extreme such a theory may 
amount to little more than a statement that everything depends upon 
everything else. The real issues of international economic policy are 
to be found in the answers given to questions that may be asked con- 
cerning the particular combinations of productive factors which are 
the originating cause of profitable trade. How have these variations 
of productive factor equipment come to exist? Can they be modified? 
Moreover the actual processes by which general equilibrium is main- 
tained need to be explained, and the hindrances to their smooth 
operation examined. 

In Bertil Ohlin’s Interregional and International Trade or in any 
modern text since the publication of Ohlin’s work in 1933, the distinc- 
tion between interregional and international trade in so far as eco- 
nomic conditions are concerned is shown to be one of degree rather 
than kind. There is regional specialization within nations. For ex- 
ample, the southern area of the United States differs a good deal from 
the industrialized northeast, The high agriculture of Iowa differs 
considerably from both. The mountain states and those of the west 
coast have their own characteristics. Nor are these differences merely 
the result of climate and soil conditions. In part they are the result 
of historical developments that have determined the number and 
character of the population, the social environment, and the accumu* 
lation of capital resources and special skills. 

The monetary system is uniform throughout the United States. 
The barriers to interstate trade, though tending to increase, are not 
yet serious. There are no linguistic or legal barriers to movements of 
population or to investment. Yet in addition to transport costs, there 
are factors of inertia which hinder the free exchange of population. 
There are, in consequence, quite definite production advantages which 
differ from region to region. Thus trade between these regions has 
some of the characteristics of international tr^e. 

On the other hand, there can be cited cases where transferences not 
merely of goods but of enterprise and certain types of skill, and of 
credit conveying command over capital resources occur more easily 
in international than in national trade. There was much more in' 
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dustrial competition between Japan and the area within range of the 
Manchurian ports and railroads than there was between this area 
and the Manchurian interior or the rest of China. Shanghai and Hong 
Kong had closer economic relations with San'^Francisco, New York, 
and London than they had with Peiping. Buenos Aires and Rio de 
Janeiro were definitely within the orbit of the North Atlantic trading 
world. Such situations tend to disappear as the sense of national unity 
develops. But in the latter part of the nineteenth century there was 
more freedom of international trade and international investment in 
many ports and coastal areas, and also in many areas of mineral ex- 
ploitation, than there was freedom of domestic trade between these 
regions and their hinterlands. 

In all cases of regional specialization within and beyond national 
boundaries, productive advantages arose from a favorable combination 
of productive factors — natural resources, climate, accumulated capital, 
special skills, and organizing ability. What Marshall called “the mo- 
mentum of an early start” often gave advantages to an old-established 
region, particularly in manufactures where the external economies de- 
rived from auxiliary services and industries, developed banking, trans- 
port and communication systems, settled government and specialized 
education, were important. 

It is an important aspect of the general equilibrium theory that 
these productive advantages are recognized as being variable. The 
nineteenth century was a period of incessant change. Many examples 
may be cited of the development of new production areas — cocoa in 
west Africa, sugar Jn many tropical islands, rubber in Indonesia, 
copper in (he Belgian Congo, wool in Australia, silk in Japan, tea in 
India and Ceylon, petroleum in Venezuela, Borneo, Iran, Arabia, and 
elsewhere. Clearly the production pattern was flexible. Comparative 
advantage was variable and temporary, rather than fixed and perma- 
nent. It depended upon shifting combinations of productive factors. 
Technology, including the mechanics of transport, could bring into 
the market new sources of raw materials and cause older sources to 
become worthless for trading purposes. Skills could be taught and 
enterprise could operatg in areas far distant from the original seat of 
their development. 

The general equilibrium theory was able to take account of these 
facts of experience. The prices not merely of traded goods hut of the 
instruments by which their production was facilitated, entered into 
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the marketing process. Even if the]re was no actual movement of land, 
labor, capital, or enterprise across national boundaries, the prices of 
these factors of production would tend to be equalized between coun- 
tries as a result of free commodity trade. The whole range of produc- 
tion and exchange tended increasingly to become interdependent. 
Wage rates affected and were in turn affected by the prices of commod- 
ities entering international trade. The structure of interest rates in 
all the trading countries became sensitive to international influences 
lx>th vertically (within one country) and horizontally (between coun- 
tries). If there was an unusual difference between short-term and long- 
term rates in one country, corrective movements would be induced by 
the transfer of capital from abroad just as an unusual spread between 
the rates for similar forms of credit accommodation would bring credit 
transfers from one country to another. This is not to argue that either 
wage rates or interest rates were uniform, or that the spread of wage 
and interest rates follow^ed the same pattern in every country. National 
peculiarities led to characteristic patterns, and there were always dif- 
ferences of real wages and net interest and even greater differences of 
nominal rates. But departures from the patterns which themselves 
were changing toward uniformity would bring profit opportunities, 
and there was an increasing complexity of international credit trans- 
fers to take advantage of these openings. 

It follows that the clearing and balancing of international payments 
departed more and more from the simple adjustments of national in- 
comes and price levels generated by and in turn generating specie 
flows between countries. When the international gold standard was 
functioning at its best, gold had moved freely. More and more, how- 
ever, this gold flow represented the distribution among national 
monetary systems of new gold coming from the mines. That distribu- 
tion was affected by the balancing of international payments and 
played a part in that balancing. In t«mes of crisis it even played a large 
part. Its role in the balancing process, however, steadily diminished 
as short-term credit transfers were increasingly relied upon. 

As the balancing prcx:As became more flexible, involving both short- 
term lending expedients and longer-run adjus4pients of the productive 
and trading relations between nations, greater attention was given to 
the study of the clearing of international payments when they were 
in equilibrium, and also of the methods by which disequilibria were 
corrected. It was realized that the array of interdependent variables 
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in the balancing process was extensive. First came the whole long list 
of tradable and potentially tradable commodities, both in respect to 
the quantities exchanged and their prices. These reacted on the prices 
of the materials, labor, and other factors entering into their produc- 
tion, and into the production as well of competing, auxiliary, and 
substitute products for many markets at home and abroad. Next came 
the quantities and prices of the invisible items entering into the 
balances of payments. Among these the most important immediately 
for adjustment purposes were the various forms of credit flows and the 
rates of interest charged for such accommodation. The volume and 
rate of interest for longer term investment and the prices of interna- 
tionally traded securities, though separable in theory, were difficult 
to distinguish in practice from the shorter-term accommodation. All 
these elements of the capital market were closely connected with the 
credit regulation which was devised primarily to operate on the financ- 
ing of international commodity trade. It was, therefore, a large key- 
board on which the adjustment processes could play, and many of the 
keys were subtly connected. 

As the balancing process became more delicate and intricate, it 
became more liable to instability. Greater importance attached, there- 
fore, to the policies by which national monetary authorities attempted 
to regulate particularly the supply of short-term credit available to 
the markets. As long as national monetary authorities remained faith- 
ful to the international gold standard, their commitment to exchange 
stability provided a fixed point around which adjustment could take 
place. If the exchange rate of a country moved beyond the gold points, 
the loss or gain of gold reserves brought contraction or expansion in 
the credit structure sufficient to bring about the required adjustments 
of interest rates, income, and prices, and therefore of trade and invest- 
ment. But there was much play in the balancing process before gold 
shipments occurred. The increasing intricacy of these adjustment 
processes was*such that, for all practical purposes, the principal money 
markets of the world formed one integrated market. The commodity 
markets were less integrated, and their response to the shifting pres- 
sures necessary to maintain equilibrium in the national balances of 
payments was heavy and belated. The organization of national pro- 
duction and employment was even more sluggish. 

It is obvious that the extension of international credit cqpstituted 
a delaying operation, giving time for the country whose balance of 
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payments was temporarily out of equilibrium to bring about the 
necessary adjustments of its credit structure, and therefore of its price 
and income situation. As long as exchange stability was unquestioned, 
short-term credit moved mainly in response to differentials in the 
interest rates. If New York was temporarily short of funds, a slightly 
higher short-term interest rate would attract funds from abroad. But 
this higher rate would also dampen speculative and productive activity 
in the United States. This would decrease imjjorts and increase ex- 
ports because purchasing power would bfe constricted and prices would 
fall. New York would therefore be able to accumulate from export 
proceeds the foreign exchange necessary to repay the short-term credit. 
An entirely different situation arose, however, when capital flight 
developed for fear of exchange depreciation, particularly after 1931. 
No rise in the interest rate was then sufficient to tempt short-term 
credit to the money market that was under strain. On the contrary, 
the worse the credit stringency became, the more capital fled the coun- 
try. 

Clearly also the international connections of the short-term money 
markets gave rise to subtle and intricate reactions in the main trading 
countries. To explore these reactions would involve an excursion into 
monetary theory that would take us too far from the immediate sub- 
ject, It is sufficient to note here that the general equilibrium theory of 
international trade proved capable of comprehending within its ana- 
lytical framework not only the barter of goods for goods, but the inter- 
connection of the monetary systems of the main trading countries. 

It does not require much reflection to conclude that the division of 
the gains from trade was revealed as a question incapable of a precise 
answer from a national standpoint. The barter terms of trade reflected 
shifts in the quantities of exports exchanged for imports. Interpreta- 
tion of these shifts required great caution since many factors were 
operative. A volume of exports increasing at a faster rate than the 
volume of imports might mean that a country was having to part with 
a larger proportion of its national production. But it might also mean 
that its productive efficifcncy was increasing more rapidly than that of 
other countries so that it could afford to pur<;hase larger imports even 
at a higher barter rate. The statistics used to measure the barter terms 
of trade wd^ the c^ssarily crude so that only approximate measurements 
of the shihum, and'ng terms could be obtained. Moreover all that was 
*t>rrected. It>^ ' reali>ection of the shift, not the division of the gains 
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from trade. It could not be assumed that the division of the gain was 
satisfactory in the base period from which the shifts were calculated. 

In addition, as long as exchange stability unquestioned, short- 
term credit transfers and long-term investments across national bound- 
aries blurred the balance of payments. Increasingly the statistics of 
current imports and exports told only a part of the story. The more 
closely linked became the markets of the world, the less possible it 
became at any moment to separate current transactions from those 
whose yield could only be determined in the future. As the twentieth 
century opened it became almost as diflicult to estimate the division of 
the gains from trade between the more developed countries as it 
would be to estimate the division of the gains from trade between 
different regions in the same country. Calculations from the statistics 
of commodity trade omitted too many elements of the situation, and 
it was virtually impossible to get accurate statistics of the complex and 
variable movements of short- and long-term credit. 

The simple fact is that the dream of a world-wide trading and finan- 
cial system in which national boundaries would have little economic 
significance came close to realization between 1870 and 1914. The 
trading transactions and the investments of individuals and groups 
crossed national boundaries with greater and greater ease, in much the 
same way as individuals at that time were able to travel over most 
of the world without visas and in many countries even without pass- 
ports. Ease of transfer implied laxity or absence of controls and there- 
fore imperfect statistical registration. The reason why the theory of 
international trade could be integrated with economic theory in gen- 
eral was that the distinction between national and international eco- 
nomic transactions was becoming blurred. If this process had been 
followed to its logicaL conclusion, the theory of international trade 
might indeed have become merely an aspect of the theory of industrial 
location. 

However, the nineteenth-century trading system came to an end by 
reason of the resurgence of nationalism, just, as the medieval trading 
system had ended in conflicts between the city-states. Economists 
might argue that war was a great illusion which would end in ruin 
for victors as well as vanquished. But such logical demonstrations 
could not prevent the strivings for national power and prestige that 
ended inevitably in war. The forebodings of the economists were 
borne out. The nineteenth-century economic system did not survive 
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the first World War, and in the jevolutions and counterrevolutions 
that followed in its train a second and even more devastating world 
war was prepared. 

The generation of conflict through which we are now passing re- 
sembles that which ushered in the nineteenth century , in so far as 
revolutionary upheavals have coincided with marked advances in the 
industrial applications of scientific knowledge. The pace of industrial 
development has continuously accelerated, and there is far more cause 
to label the present period a scientific revolution than there was to 
call the period between 1760 and 1830 the Industrial Revolution. 

But in other respects the present ( onflict differs radically from that 
of the early nineteenth century whose revolutions were aimed at as- 
suring political and economic liberty by breaking through the out- 
worn controls of a preceding age of regulation. The revolutions of 
our time have been protests against the philosophy and institutions 
of the system of individualism based on natural rights. They have 
aimed at the opposite values of social control, and they have created 
myths and utopias which differ radically from the nineteenth-century 
utopias of individual liberty. The impersonal forces of the market on 
which the laissez-faire economists relied to bring about a maximum 
of production and a distribution of inc ome which, if not equitable, 
would at least be effective in maintaining high production, tend now 
to be displaced as political ideals by such objectives as full employment 
and social security. 

Inevitably these objectives imply regulation. And the only mecha- 
nisms presently available for such regulation are those of the nation- 
state. The evidence for this is to be found on every hand, and nowhere 
is it more conclusive than in the field of international economic re- 
lations. Tariffs, quotas, exchange controls, planned investment, and 
monetary policies directed toward stabilizing ^the national income 
constitute a formidable reinforcement of nationalism in the economic 
sphere. 

Economic theory has begun to rationalize the new objectives. Work- 
ing from the concept of national income, it is beginning to explore the 
processes of social accounting within a framework of national plan- 
ning. Whatever may be thought of the wisdom or practicability of 
such planning, the fact must be recognized that the nineteenth-century 
integration of market processes has been impaired by the emergence 
in every country of a greater measure of state intervention particularly 
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in the monetary sphere. The degree of intervention varies from com- 
plete state planning — as in the U.SlS.R. — through various modifica- 
tions of the social service state to national economies still operating 
largely on a basis of private enterprise. But in every country there has 
been an increased degree of intervention and, in all, the instruments 
of intervention have been national. 

The remainder of this book is devoted, therefore, to analysis of the 
forces which have led to this situation and to exploration of the ques- 
tions of international economic relations which it raises. Reluctantly 
the general equilibrium theory must be set aside as an apparatus more 
applicable to the marketing processes of the prerevolutionary period 
than to those of our own time. What must be studied is again — as it 
Was in the age of mercantilism — the commerce of nations rather than 
international trade. A new effort, involving a fundamental re-exam- 
ination of elements and principles and unlikely in the circumstances 
to yield any symmetrical theory capable of general application, must 
be made to piece together into a coherent pattern the confused inti- 
mations of the age that is struggling to be born. 




PART III 


WARS AND REVOLUTIONS 


‘‘The actual interdependence of human life, of persons, classes, 
nations, far surpasses our awareness of it, and still more our 
arrangements for cooperation. Wisdom is largely the percep- 
tion of this interdependence, and the endeavor to give it 
organs.'* 


Charles Horton Cooley, Li/e and the Student, 
New York, Alfred A. Knopf, Inc., 1927 


“Dans une de ses spirituelles lettres k Mademoiselle de Les- 
pinasse, Turgot disait: «Quiconque n'oublie pas qu'il y a des 
£tats politiques separes les uns des autres et const! tucs diverse- 
men t ne traitera jamais bien une question d'^conomie poli- 
tique»,“ 


Insiitut National de la Staiistique et des fetudes Economiques, 
Etudes et Conjoncture txonomie Mondiale, Nos. 7 et 8, D6cem- 
bre 1946 et Janvier 1947, p. 7. 




CHAPTER XIV 


THE END OF LAISSEZ FAIRE 


THE CALAMITY OF WAR 

It is sometimes argued that harping upon the effects of a past war is 
merely an excuse for failure to take action based upon a realistic ap- 
praisal of existing conditions. Every economist must sympathize with 
this. The wars were fought and have passed into history. Their conse- 
quences cannot now be escaped. The only practical attitude is to ac- 
cept and build upon them. Yet it must be recognized that war impairs 
the ability of communities to rise above their misfortunes and to take 
rational attitudes toward the problems of reconstruction. Students of 
society have long known that great wars have been followed by eco- 
nomic disturbances, by a decline of political and social standards, and 
by deterioration in the physical and mental qualities of the population. 

When this is borne in mind the economic fumbling of the years 
between the wars is easier to understand. The record of this fumbling, 
if interpreted with due regard for the different circumstances, of our 
own postwar period, helps to make clear the questions with wllich 
the second World War has confronted us. The direct economic conse- 
quences of the first World War were too vast to be coped with by the 
peoples immediately concerned. They wera faced by shortages and 
breakdowns. Ill-fed and insecure, they watched governments fall and 
monetary systems deteriorate without having either the resources or 
the energy to do much about it. Organized economic activity depends 
upon co-operation, and co-operation requires faith in the mechanisms 
of exchange. That faith and the energy which it generates were lacking 

<.w 
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in the difficult years after 1918. More than ordinary effort was called 
for just when reserves of energy had been exhausted. 

Most people were eager to return to the prewar economic arrange- 
ments that seemed to have worked so well. It was hard to realize that 
it would prove impossible to restore the prewar economic system. 
Throughout the official conferences and the unofficial discussions of 
the igao's, there was a backward-looking attitude — an attempt to re- 
store, reconstruct, and rebuild upon the old plan of international 
co-operation. Abandonment of government controls over production 
and prices, reduction of government expenditure and taxes, balanced 
budgets, removal of trade barriers, and a speedy return to gold as the 
basis for national currencies were almost unchallenged objectives. 

In the more fortunate countries domestic controls were quickly 
removed. But greater difficulty was experienced in restoring the inter- 
national gold standard, and little real progress was ever made toward 
the removal of international trade barriers. What was achieved in 
the 1920’s was the restoration of private enterprise within the national 
boundaries of those countries that had escaped the worst ravages of 
war, not the restoration of the international marketing process. Such 
reconstruction as took place was rendered possible only by reversing 
the currents of capital investment. Europe had been the world’s 
banker; but after the war, Germany and other central European coun- 
tries borrowed heavily from the United States. 

In an economic sense the world which emerged from war in 1918 
had been transformed. A large part of Europe had been cut off from 
world trade for four years. In the first postwar years (1919-20) the 
impoverished European countries made great efforts to re-equip and 
restock their factories. Their peoples bid desperately for imports even 
at the price of a continuously accelerating depreciation of their ex- 
ch^ge rates. The more they bought from abroad the greater became 
the strain on their balances of payments, and the lower in consequence 
the value of their currencies. The inevitable end of this spiral, and 
of the similar though slower internal spiral of prices and costs, was 
monetary depreciation. *And this led quickly in the most weakened 
countries to hyperinflation and economic collapse. Foreign assistance, 
and in some cases foreign control, was necessary to stabilize the cur- 
rencies arid to resume trade again on a modest scale. 

Changes in the political map of Europe also had far-reaching eco- 
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nomic effects. By 1917 Russia had lapsed into economic disintegration 
and political revolution. The agent of political reorganization was a 
small group of exiled revolutionaries led by , Nicolai Lenin. The Ger- 
man government had facilitated the journey of J..enin from Geneva to 
the Russian frontier in the hope that his activities would weaken their 
enemies on the eastern front. After a brief period of underground ac- 
tivity, Lenin and his associates launched the revolution which in 
November, 1917, established the U.S.S.R. At the close of the war 
abortive attempts were made by the allies to destroy the still weak 
Soviet state. Even after the futility of these interventions was realized, 
economic activity in Russia remained at a low level and the U.S.S.R. 
was almost completely divorced from the rest of the world. For some 
neighboring countries and for Germany in particular, the loss of the 
Russian trade was a severe blow. The U.S.S.R. repudiated the debts 
of the Tsarist government and for France this meant the loss of a sub- 
stantial part of her international investments. The destruction of 
business enterprise and the confiscation of mining and other conces- 
sions owned by foreign capitalists was a heavy blow to influential 
busineu groups, particularly in Britain. But what was of more im- 
portance in the long run was the withdrawal of Russia from world 
trade, and the erection of a novel form of political and economic or- 
ganization whose only economic contact with the outside world was 
through a state trading monopoly. 

The peace settlement in 1919 created new nation-states in Europe. 
Finland, Estonia, Latvia, and Lithuania were carved out of Russia, 
and Austria, Hungary, and Czechoslovakia out of the Austro-Hungar- 
ian Empire, while Poland was restored as a sovereign state. Each of the 
new countries set about to equip itself with tariffs designed to develop 
a large measure of industrial self-sufficiency, and with central banks 
capable of financing that development. The result was a severe Re- 
striction of intra-European trade. The consequences were particularly 
unfortunate for the countries of the Danubian basin which had 
formerly been parts of a balanced r^ional specialization. 

It must not be forgotten that four years of w!ir had left their mark on 
the countries outside Eprope. In most of them and particularly in 
the United States and Japan, the stimulus of war demands and the ab- 
sence of European competition had led to industrial expansion. At the 
same time their capacity to export agricultural products and.minerals 
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was much increased.^ Except in the United States and Japan, the 
industrial expansion was on a comparatively small scale. But it was 
important, both because it laid the foundations of further expansion 
and because it led to increased protectionism after the first postwar 
depression developed from 1929 onward. The nineteenth-century 
patterns of specialization as well as the circuits of trade had been 
broken in the war years. 

By far the greatest development of manufactures took place in the 
United States which increased its share of world industrial production 
from 35.8 per cent in 1913 to 42.2 per cent in 1926-29, while Europe’s 
share fell from 46.3 per cent to 40.7 per cent.^ Moreover, the United 
States and the other countries of the Western Hemisphere increased 
their agricultural exports during and just after the first World War. 
japan was able to increase its share of world markets, particularly for 
textiles. Its share of the world’s industrial production more than 
doubled, increasing from 1.2 per cent in 1913 to 2.5 per cent in 
1926-29. Many countries shared in the dispersion of the textile in- 
dustry upon which Britain’s industrial position had rested so heavily. 
Britain was hard hit also by strong competition in shipbuilding and 
by a heavy fall in ocean freights, as well as by increased competition 
in the coal industry arising from the wide use of petroleum and hydro- 
electrical power."* 

The Bank of England resumed its nineteenth-century role as the 
controlling agency in the international capital market and took the 
initiative in arranging reconstruction loans immediately after the 
war ended and before the pound sterling was stabilized. The great re- 
lief effort of the United States had been mainly concentrated in the 
armistice period, January- August, 1919. In the years 1921-24 Britain 
lent abroad an average of £124 million yearly. Most of the first re- 
construction operations in Europe were the result of this British 

1 £.g., the added value of manufactures in New Zealand increased from £10.5 million 
in 1910-11 to £24.9 million in 1920-21. and to £36.8 million in 1937-38. At the same time 
New Zealand increased its butter exports from 18,600 tons in 1913 to 21,500 tons in 1918, 
and, after a brief decline, to 83^00 tons in 1929 and a prewar peak of 148,000 tons in 1937. 

2 Including Britain, but not the U.S.S.R. In the ]93o’s, Europe's share continued to 
fall (to 30.2 per cent in 1936-38), but the industrial development of the U.S.S.R. from 
4.3 per cent in 1926-29 (as against 4.4 per cent in 1913) to\8.5 per cent in 1936-38, caused 
a fall in the percentage share of the United States in world production — to 32.2 per cent 
in 1936-38. Cf. League of Nations, Industrialization and Foreign Trade (II Economic and 
Financial, 1945. II. A. 10), Princeton, N.J., 1945. 

2 By i93« the world production of coal stood at the 1913 level; but the index of 
petroleum production was 365 as compared with 100 in 1913. 
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initiative. There had been a strong reaction in Britain against what 
were regarded as the harsh economic clauses of the Versailles Treaty. 
As early as 1919, J. M. Keynes had published The Economic Conse- 
quences of the Peace in which he had pleaded for a conciliatory atti- 
tude toward the new German government. It was not long before the 
reconstruction of continental Europe came to be regarded as necessary 
to restore the world trade upon which Britain’s economy had been 
built before 1914. The Bank of England independently and through 
the Financial and Economic Organization of the League of Nations, 
took the lead in reorganizing the currencies and the economic activity 
of central and eastern Europe. 

There was a great stimulus to recovery when in 1924 the United 
States began again to take an active part in European negotiations. In 
1923 a financial mission from the League of Nations had achieved 
signal success in reorganizing the Austrian finances. In the following 
year a similar mission, this time with American participation on a 
minor scale, had repeated essentially the same tactics *in Hungary. 
Germany had provisionally stabilized the mark toward the end of 
1923. Definitive stabilization was achieved when the Dawes Committee 
in April, 1924, succeeded in bringing about an agreement on repa- 
ration payments, while at the same time reorganizing the public fi- 
nances and the banking system of Germany. The Dawes plan for 
German reconstruction enjoyed a substantial measure of American 
participation, and the largest share of the loan necessary to put it into 
operation was floated in the United States. The American share of 
the Dawes loan, $110 million, was small when compared with later 
American loans to Europe, but it signalized effective American inter- 
est in European affairs. The political as well as the economic situation 
thereupon improved rapidly. France evacuated the Ruhr and treaties 
of mutual assistance pledging the signatories to military assistance in 
case of aggression were signed at Locarno in October, 1.925. Germany 
entered the League of Nations and peace seemed at last to be assured 
in Europe. t 

Before 1925 recovery in Europe had been slow. Production in 1925 
was little greater than in 1913 and trade lagged far behind. A League 
study had drawn attention to the fact that trade had recovered more 
rapidly in the Pacific than in the Atlantic area. But when the first ex- 
haustion *and psychological collapse began to'^ass away and concilia- 
tion paved the way for economic co-operation, the material damagCf 
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so much greater than in any previous war, proved capable of rapid 
repair. 

There was a remarkable burst of productivity in the five years fol- 
lowing Locarno and the Dawes plan. By 1929 all the measurements of 
world production were seen to have resumed their prewar trends of 
increase but at a more rapid rate. Almost a decade of economic de- 
velopment had been lost during the war and its aftermath, but by 
1925 production was above the 1913 level and the accelerated rate 
of increase was beginning to carry it toward the level it might have 
reached had the war not intervened. 

In the first years of relief and rehabilitation after the war there 
had been shortages of food, of raw materials, and of capital equipment. 
There was a market for practically everything that could be produced. 
After 1925 the shortages disappeared. Still there seemed to be a ready 
market for the restored production of Europe, as well as for the ex- 
panded production of the United States, Japan, and the rest of the 
world. The rapid recovery of the years 1925-29 seemed to mock the 
fears of those who had urged the necessity of adjustment to the changed 
pattern of production that had resulted from the war. It appeared as 
if those who had argued for freer trade as an indispensable condition 
of stable recovery had been doctrinaire theorists. Tariffs had not been 
lowered but on the contrary had been heavily increased in many coun- 
tries. Yet trade increased faster than production during the upswing of 
1925-29. Moreover it was no longer passing from the Atlantic to the 
Pacific. Europe was rapidly regaining its dominant position in world 
markets. 

The explanation of these paradoxes is simple. The recovery was 
floating on a tide of credit expansion flowing from London to Europe, 
and from New York, independently and through London, to' Europe. 
The United States was the chief source of this expanding credit. The 
reality and the extent of credit inflation in the United States was not 
recognized at the time. There was a sharp rise in the security and real- 
estate markets. The price levels of commodities, on the other hand, 
were relatively stable. Easy credit conditions also facilitated foreign 
loans which sustained lel^els of investment and of consumption that 
made unnecessary any real attempt to integrate the production pat- 
terns of the European and non-European countries. 

A distinction should be drawn between the lending which took 
place for the most part by international agreement and under official 
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auspices before 1925, and the much greater volume of lending after 
that date — for the most part negotiated by individuals and govern- 
ments with private banking and issuing houses. The first loans were 
small and urgently necessary. They were used for stabilizing monetary 
systems, for relief needs and for restocking and re-equipment. It is 
possible to criticize some of the earliest methods of lending by which 
the exchange rates of the borrowing countries were pegged for a time 
at artificial levels. The plans of monetary reconstruction were on the 
whole both effective and economical. They were devised expertly 
and administered with a considerable degree of international co- 
operative discipline. Not only the League loans negotiated for Austria, 
Hungary, Greece, Bulgaria, Estonia, and Danzig, but those negotiated 
for Germany in connection with the Dawes and Young plans called 
for effort on the part of the borrowing authorities which had a tonic 
effect. The Blair loan to Poland also contained conditions regarding 
internal financial policy. The nominal value of these loans contracted 
by eleven European countries for currency stabilization and recon- 
struction in the years 1923 to 1931 was the relatively modest total of 
$827 million. 

By contrast, the international lending after 1925 was on a much 
greater scale. Much of it was less economically negotiated and less 
efficiently expended. Much of this later borrowing was negotiated by 
national governments and municipalities with private banking and 
issue houses using the well-known methods of the nineteenth-century 
capital markets. Foreign lending became in large part a function of 
the credit inflation that carried the United States into a period of ex- 
pansion which was not recognized for what it really was — a postwar 
reconstruction boom. Some of the foreign loans financed what can 
only be Regarded as IUXU17 expenditure, such as municipal improve- 
ments which turned out to be beyond the financial capacity of the 
borrowing countries. It is triie that the financial capacity of these 
borrowers was much reduced by the extreme deflation of the 1930’s. 
After the financial breal^down, it became easy to believe that the loans 
had sustained levels of consumption and corporate investment that 
were unwarranted by the productive powers* of the borrowing coun- 
tries. These loans enabled the borrowing countries to secure the 
foreign currencies, primarily dollars, with which to import heavily 
while po'stponing the effort to export. Conversely they enabled the 
lending countries to exjxjrt heavily while postponing the necessity of 
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receiving payment in the form of imports. Thus the credit flow papered 
the cracks in the structure of world trade. 

The amounts were large. The foreign capital issues publicly offered 
in the United States alone between 1920 ajid 1931 amounted to 

1,623 million. Of this total Europe took 40 per cent and North 
\merica (principally Canada) 29 per cent while Latin America, 
formerly the chief borrower from the United States, received only 22 
per cent. In the six years 1924-29. Germany received a net capital im- 
port from all countries of over $4 billion, a greater net inflow of funds 
than the rest of the world in those years. Most of this great expansion of 
foreign lending, particularly from the United States, went to rebuild 
and re-equip Europe. Latin-Ameritan countries and the British Do- 
minions continued to borrow in London and in New York, but some 
areas that had been safe and reproductive outlets for investment in the 
prewar period had a net capital export in certain of the postwar years. 
In the years 1925 to 1929, for example, the Dutch East Indies had a 
total net disinvestment of $223 million. 

There was little recognition in these years of the necessity for drastic 
changes in the production and trading patterns of the great trading 
( ountries. Great Britain, the clearing center of the nineteenth-century 
trading system, had suffered heavily. Its overseas investments had been 
impaired, its shipping supremacy was challenged and the textile in- 
dustries — which had been the mainstay of its exports since the Indus- 
trial Revolution — w^ere met in almost every market by the subsidized 
competition of newly established national industries. The United 
States, on the other hand, had emerged as the greatest industrial coun- 
try in the world and for the first time in its history a net creditor. Yet 
it maintained the policies appropriate to a developing and primarily 
agricultural debtor country. After the first postwar depression it 
raised its tariff in 1921-22, and again in 1930 the Hawley-Smoot Tariff 
Act raised duties to unprecedented levels. Germany, defeated and 
prostrate, strove with British and American loans to rebuild and re- 
gain its status as a great industrial power. Its immediate markets in 
central and eastern Europe were, however, ifttent on their own na- 
tional development. In ^,very country this effort to regain what had 
been lost but not to surrender what had been gained was evident. 
Prague, for example, became the commercial and financial capital of 
a new country, but Vienna strove to preserve its former greatness. 

These realities of economic life were obscured by financial calcu- 
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lations and transfers. The ultimate economic reality is the production 
of goods and services that are exchangeable. The skilled and unskilled 
labor of human beings applied co-operatively to material resources 
constitutes production. Even before the boom broke in 1929, it was 
becoming painfully evident that this labor was being wrongly directed. 
Where there had been shortages, burdensome surpluses were begin- 
ning to accumulate, particularly in the basic foodstuffs. Underlying the 
violent fluctuations of the interwar financial crises, there was struc- 
tural maladjustment. This was caused by the attempt to put the trad- 
ing world together according to the nineteenth-century pattern, with- 
out taking account of the changes that had occurred during the war 
years when the pattern of trading specialization had been broken. 

A TREND TO COLLECTIVISM 

Throughout the nineteenth century, particularly in Britain and 
the United States, the economic functions of the state had been limited. 
Private enterprise had been relied upon to organize and regulate the 
varied aspects of economic and financial activity. Not only was the 
great bulk of production and commerce in private hands, the banking 
systems also were independent of government. There were exceptions 
to this general rule, notably in Germany where close relations had 
developed between government, banking, and business. But the ex- 
traordinary wealth and power of Great Britain and the still more 
extraordinary development of the United States were universally at- 
tributed to the freedom of private business enterprise enjoyed in those 
countries. The movement toward political democracy was associated 
with this freedom. 

It was to business enterprise and to political democracy that most 
countries turned in 1918 to seek relief from the restrictions and in- 
conveniences of the war years. This attitude was all but universal in 
the victorious Allied countries, despite the success of public controls 
and administration in promoting the war effort. Great hopes were 
expressed that a chastened Germany might choose this road to pros- 
perity and peace. Government controls of domestic economic activity 
were removed quickly at the end of the war, and the United States 
took the initiative in disbanding the interallied councils set up to 
administer the financial, food, shipping, munitions, and raw-material 
resources of the allies. The markets were returned to private enter- 
prise. 
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At the time there was little questioning of the wisdom of these de- 
cisions. In every country the people generally and businessmen in par- 
ticular who were weary of war restrictions welcomed their abolition. 
It is important to understand clearly the limitations that the political 
and economic facts had imposed upon the desire to return to free 
enterprise. Within the United States, the reversion to free enterprise 
was virtually complete. But even there the economic functions and 
influence of government were enlarged by the heavier budget swollen 
by debt charges, veteran payments, pensions, and other war legacies. 
In most countries it did not prove possible to go as far or as fast as 
had the United States in demobilizing the wartime government con- 
trols of economic activity. The distortion of the economic systems 
was worse and the burdens placed on government were greater. Thus, 
although there was a considerable relaxation of controls, the eco- 
nomic functions of the state in all countries had been considerably 
enlarged. 

Moreover this relaxation was essentially in respect to national eco- 
nomic activity. In the most important sphere of international eco- 
nomic policy, that of tariffs, the United States raised its tariff schedules 
in 1921-22 and again in 1930. There was a very marked and wide- 
spread increase of protectionism in Europe and elsewhere. Although 
the aim of policy was to give the freest possible rein to private enter- 
prise, those countries which were hardest hit by the war quickly dis- 
covered that there were grave difficulties in the way of restoring com- 
petitive world markets. It was not possible to open national markets 
freely to international competition without inflicting heavy losses on 
politically powerful segments of the national economies. In the early 
postwar years quantitative restrictions on exports as well as imports 
were extensively used. These were relaxed when the European recon- 
struction effort, supported by American loans, got under way in 1924. 
But tariffs were raised to compensate for the abolition of quantitative 
restrictions. This persistence and stiffening of national controls over 
international trade contributed greatly to the collapse of the world 
trading system in 1931. 

The vast flow of credit from the United States to Europe in the 
years 1925-29 masked the essential insfability of the reconstruction 
effort. Some countries such as Australia and Argentina had found it 
difficult to borrow as much as they wished, even before the American 
lending began to dwindle as the boom rose to its height in 1928-29. 
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This cutting off of the American. loan flow was the immediate cause 
of the crisis and financial panic which spread over Europe in 1930 
and 1931 and caused the collapse of the international marketing sys- 
tem. But the fundamental cause of that collapse was the failure to al- 
low competitive trade to readjust the pattern of world specialization. 

It had never been practical to restore free enterprise suddenly after 
the war, without having first taken steps to create the conditions neces- 
sary to the functioning of international markets. The p>ostwar scramble 
to get rid of wartime controls within national boundaries did not 
strengthen the private enterprise system in the long run. On the con 
trary, its ultimate result was a considerable enlargement of the func 
tions of national governments in the economic field. This whole at- 
tempt to reconstruct the European economies by the extension ol 
loans without taking the necessary steps to reorganize national econo- 
mies to the point where the channels of world trade might safely be 
reopened was based on a miscalculation of the economic and political 
situation. This miscalculation, not by governments but by private 
enterprise, underestimated the importance of international trade in 
the world economy and the political strength of the resistance to a 
reduction of trade barriers.^ 

In every country economic activity was disorganized when the war 
mobilization came to a sudden end. War production stopped abruptly 
leaving surpluses of equipment and in some cases of goods. In the 
United States, for example, shipbuilding facilities had been created in 
excess of peacetime needs, and there was also a surplus of shipping 
tonnage much of which was unsuitable for peacetime transport. In 
Australia and New Zealand there were accumulated stocks of wool too 
great to be absorbed quickly even though markets were bare of raw 
materials. Many other surpluses of war goods were of little use in a 
peaceful world. 

The national price structures were distorted. Because of the war- 


* The loans which, for a short time, masked the inherent instability of the situation, ran 
up the annual payments du<*for interest and amortization to an annual total conserva- 
tively estimated at from ^2 billion to $21/2 billion. This was a large amount to be trans- 
ferred even in 1929 when world trade was at its interw^ peak of $36.6 billion. It became 
an impossible burden when the total value of world trade fell in 1932 to 1513,9 billion. 
After the loan flow dried up, there was in 1930 a considerable extension of short-term 
banking credits, particularly to Germany. 

Cf. League of Nations. World Economic Survey, 19^2-^, Geneva, 1933, p. 269 and 
William Adams Brown, |r.. The International Gold Standard Reinterpreted, New York, 
1940. Vol. II, pp. 1025-26. 
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time interruption of trade, commodity prices had diverged in separated 
markets. Average price levels were but of line with exchange rates. 
And different elements of the price structures were out of line in 
varying degrees. There was no exchange rate vyhich did not call in 
every country for some adjustments in the price structures. Every- 
where the pattern of production had been distorted in different de- 
grees by large-scale government purchases, subsidies, and direct pro- 
duction aids. The pattern of wages and the location of employment 
had been distorted in consequence of the shifts in production needs. 
Where initiative was returned to private enterprise, the readjustments 
of prices and production were swift and severe. Most governments 
were afraid to face them. 

Another difficulty in restoring private enterprise arose from the' 
weakening of the prewar mechanisms for the clearing and balancing 
01 international payments. In the postwar period they proved in- 
capable of handling the great shifts called for in international eco- 
nomic relations. For many decades private enterprise had been geared 
to a virtually world-wide marketing process. In the latter nineteenth 
century a series of clearing and regulatory institutions had developed, 
each with its specialized functions, but all interdependent in delicate 
balance. Commodity exchanges — regional, national, and international 
security markets and other agencies of capital investment — the foreign 
exchanges, and the money markets of the great financial centers — 
all these were essential cogs in the machinery by which goods were ex- 
changed, prices determined, capital allocated and the international 
balances of payments cleared. 

These international connections had been broken or distorted by 
the war. The flow of trade along the main arterial system of the 
world’s commerce had been short-circuited. Moreover the markets 
had grown apart. It was unrealistic to expect that they could again play 
their traditional roles in the world trading system. In fact, the prewar 
system of trade, payments, and investment was never effectively re- 
stored, though the outflow of credit from the United States tor a few 
years masked its disappearance. 

These difficulties faced by private enterprise throughout the world 
were difficult to recognize in the United States. Its situation was 
unique. Alone among the great trading nations it had suffered rela- 
tively little from its short and largely vicarious war experience^. It was 
less dependent than any other country on international trade and its 
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economic organization was intact. It is true that a speedy return to its 
competitive peacetime production and trade could not be achieved 
except at the cost of a sharp recession in 1920. Immediately after the 
war it had become necessary to shift labor from wartime to peacetime 
employment, to cope with the sudden falls in prices occasioned by the 
cessation of war buying, to refinance industry to meet new market de- 
mands, and to achieve a new equilibrium between costs and prices. 
Before these readjustments could be completed, heavy losses had been 
inflicted on some of the war-expanded sectors of the economy, and 
these losses had initiated a sharp decline in price levels and in national 
income. Moreover interest rates rose in 1919 and 1920, as the govern- 
ment relaxed its control over the monetary system and the capital 
market. There were serious declines in the prices of Liberty bonds and 
new industrial capital was more difficult and expensive to raise. There 
was sufficient resilience in the American economy to carry it quickly 
through this first sharp postwar depression. It was short, and once the 
readjustments had been made it became evident that inflationary 
pressures in the credit structure were strong. 

Other countries were not as fortunately placed. Though Japan had 
made much profit out of the war of 1914-18, it had overexpanded its 
credit facilities. It had barely weathered the depression which became 
world-wide in 1920-21, when it was struck by the disastrous earth- 
quake of 1923. The agricultural-exporting countries of Latin America 
and the British Dominions were also in a less favorable position than 
the United States because they were more closely tied to the European 
markets. The strain imposed upon Great Britain by the war was ag- 
gravated by the decision in 1925 to stabilize the pound sterling at its 
prewar parity with the dollar, since this involved what turned out to 
be a price and wage deflation more serious and lasting than had been 
anticipated. Throughout the reconstruction boom, 1925-29, the 
British economy was laboring in difficulties. Since it was difficult for 
Britain to export enough to pay for needed imports there was a con- 
stant tendency to lose gold from the banking reserves. 

The most serious cdh sequences of the war were to be seen in those 
countries where the mechanisms of organizjpd economic co-operation, 
and evei> of government, collapsed under the double strain of impover- 
ishment and defeat. After the collapse which made possible the Bol- 
shevik xievolution, Russia remained for long years in a state of virtually 
complete disorganization. Gradually the small group of convinced 
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Marxian theorists, by the use of ruthless methods, was able to create 
a new form of government and a new economic structure in which all 
power was centered in the state and from which private enterprise was 
completely eliminated. ^ 

New governments modeled on the democratic systems of the United 
States, Britain, and France came into power in Germany, Austria, 
Hungary, Poland, Czechoslovakia, Yugoslavia, Finland, Estonia, Lat- 
via, and Lithuania. In all these countries the monetary, systems had 
either to be newly created or to be reorganized after inflation. The 
middle classes everywhere had suffered heavily. The institutions which 
had mobilized and facilitated economic activities — banks, insurance 
companies, transport systems, commodity exchanges and the like — 
had to be reorganized. In these reorganizations national governments 
generally furnished initiative, capital, and guarantees. 

Moreover the fiscal necessities of these countries played a large role 
in determining their economic policies. The search of governments 
for revenue is a principal clue to national economic policies in the 
reconstruction period. In some countries war expenditures had left 
heavier burdens of public debt than had been known since the Na- 
poleonic Wars. In those where past debt had been liquidated by infla- 
tion, new debt was rapidly accumulated in the reconstruction period. 
National budgets remained after the war at levels far exceeding those 
of the prewar years. Not only heavier debt burdens but other conse- 
quences of the war, such as pensions and a widening range of social 
services, called for heavier taxation. Great Britain had its unemploy- 
ment dole and Germany its expanded system of social insurance. The 
inevitable result was a much heavier burden of taxes. There was con- 
siderable reluctance to abandon an important source of revenue by 
reducing duties on imports and on exports. Income and property 
taxes rose steeply. Gone were the days when an addition of a penny 
in the pound sterling on the British income tax would give rise to 
prolonged and spirited debate. 

The heavier direct taxation of the interwar period, reinforced by 
levies on corporations, interfered directly With the functioning of 
free enterprise. Governn^ent exf>enditures accounted for a larger pro- 
portion of the total national outlays. War finance had created vast 
amounts of new government securities, many of them on short term. 
If interest payments were to be kept at levels which would not un- 
balance the budgets, the manipulation of the short-term credit market 
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through the issuance and redemption of government bills would re- 
quire delicate handling. 

Thus the prevailing belief that a quick return to private enterprise 
would rapidly restore prewar conditions was illusory. The springs 
of private enterprise had been seriously weakened, less in the United 
vStates than elsewhere, but in all countries in some measure. The clear- 
ing and regulatory mechanisms by which private enterprise had func- 
tioned had been strained. The distortions and disequilibria with which 
they had to cope after the war were immeasurably greater than they 
had been devised to handle. On the other hand, the functions of the 
state had been extended in new and old fields. Defense preparations 
called for massive appropriations. Their extension into new industrial 
fields created closer links between government and business. Germany 
reorganized its chemical cartels and created the I. G. Farbenindustrie. 
Britain created the corporation known as Imperial Chemical Indus- 
tries and set about the development of an optical glass industry. So- 
cial security services were adopted in most countries, though not in 
the United States until after the depression of 1929-33 was well 
along. In the prosperity of the new era, the United States with its high 
productivity, low taxes, and lack of social security legislation was a 
nineteenth-century island of free enterprise in a sea of increasing so- 
cialization. 

The unreality of the attempt to restore the free international trade 
and investment of the prewar period was quickly revealed whenever 
it appeared as if there might be a slackening of the credit outflow from 
the United States. Such a slackening appeared likely in 1927, but a 
chorus of appeals from Europe caused a withholding of the monetary 
restrictions that had been talked of as necessary to check the develop- 
ing inflation. 

Britain had continued its foreign lending after sterling was sta- 
bilized in 1925, despite the heavy strain on the British balance of pay- 
ments. By 1927 a new element of strain had been introduced by the 
approach toward stabilization of the French franc. The level chosen 
was low and this added *10 the strain on sterling. The Bank of France 
accumulated foreign exchange which it could turn into gold on the 
London market. The Bank of England felt unable to raise its dis- 
count rate. Conversations between London and Paris in May were 
followed by discussions among central bank representatives in New 
York in June, 1927. It was agreed that France should transfer her gold 
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purchases from London to New York, and that the Federal Reserve 
Bank of New York would take the lead in bringing about easier money 
conditions. 

Thus was the fateful decision taken to continue with the recon- 
struction policies based upon lending from London and New York. 
In the long run it was an untenable policy.® As the rise in security 
prices became steeper in the United States, more of the currently avail- 
able funds in the country were diverted into local investment. The 
inevitable crash came in October, 1929. It was not long before a bank 
panic began in Vienna in May, 1931, spread to Germany in June, and 
by September had forced Britain to abandon the gold standard it had 
fought so hard to restore. 

The great economic depression which was ushered in by the 1929 
break in the New York stock market marked the end of the first at- 
tempt at reconstruction after the first World War. The scope and 
magnitude of this depression were so vast that its consequences must 
be dealt with in many connections. It is no exaggeration to say that 
it has colored all subsequent economic thought and action. The whole 
effort at European reconstruction had depended upon a continued 
flow of funds from the United States to Europe. When the monetary 
consequences of the cessation of this American lending are studied, it 
will be shown that the London money market was particularly vul- 
nerable to the ever-present possibility of a sudden withdrawal of short- 
term funds. In 1930, as the drying-up of American loans imposed upon 
the continental European countries the sudden necessity of balancing 
their external payments by means of their own resources, there came a 
scramble for foreign exchange. 

Ultimately this was a scramble for gold or dollars, but most of the 
drain was concentrated upon London which had once again become 
the monetary clearinghouse for world trade. Short-term funds were 
withdrawn from London. Exports were increased from the debtor 
countries and at the same time these countries cut down their imports. 

B Cf. William Adams Brown, Jr., op. cit., Vol. 1, p. 809; interest rates made it easy 
to finance valorization' schemes and price control arrangements and promoted the issue 
of foreign loans, particularly ^n the United States. Foreign loans in turn helped to 
maintain prices in many debtor countries and also prevent^ the growth of tariffs from 
checking the expansion of international trade. The continued extension of international 
credit was a dam that was holding back the onrushing torrent of economic readjustment. 
The strength of this dam depended upon the de facto coo)>eration of the center countries 
in reinvesting their currently accumulating credits in debtor countries. It di*d not long 
survive the completion of the gold standard facade.” 
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The prices of agricultural commodities suddenly collapsed, and ac- 
cumulated stocks of raw materials and foodstuffs were released on to 
the world markets. Every debtor nation tried to expand its exports 
even at the cost of lowering prices and in doing so added to the down- 
ward pressure on prices. 

What is relevant for our purpose here is the extent of the fail in 
prices, the reduction in national income, the curtailment of manufac- 
turing production, the loss of employment, and the shrinkage of in- 
ternational trade. Some illustrative figures may be cited from the 
World Economic Survey, published by the League of Na- 

tions in July, 1933. Average levels of prices in most countries fell pre- 
cipitately from their 1929 peak to the lowest point in the depression 
which was reached at various dates from 1931 to 1933 in different 
countries. In the United States, for example, the average level of prices 
in February, 1933, 3® cent below the peak of 1929. Measure- 

ment in most countries is difficult since the gold standard was widely 
suspended after September, 1931, so that comparisons with previous 
price levels became artificial. The fall in prices of some sensitive 
commodities was much greater than the fall of the average price level. 
Coffee, for example, fell by more than 70 per cent. National incomes 
fell in most countries by 40 to 50 per cent — in the United States by 
the latter figure. Agricultural production was maintained. But world 
industrial production fell between 1929 and 1932 by 31 per cent, the 
fall in the United States being 46 per cent, a greater decline than in 
any other industrial country. The estimates of registered unemployed 
rose in early 1933 3® million, of whom over 13 million were in the 

United States. The value of world trade fell by 65 per cent between 
the first quarter of 1929 and the first quarter of 1933, the fall in United 
States imports and exports being greater than the average. Fragmen- 
tary as these statistics are, they reveal a collapse of the economic 
mechanisms so painfully restored between 1925 and 1929. 

The positive steps taken by practically all governments to relieve 
unemployment and buttress price levels resulted in a great enlarge- 
ment of the economic functions of the state. The great depression 
forced emergency action upon governments, «even in the United States. 
®y *934 when the depression was brought under control, the inter- 
national gold standard was gone. Governments everywhere had as- 
serted control of monetary policy and had undertaken a vast extension 
of economic functions in many fields. The capital markets were con- 
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trolled, exchange control was widespread and tariffs had been rein- 
forced by import quotas and bilateral barter agreements. As an after- 
math of the depression, a much greater segment of commodity prices 
had come to be controlled by cartel agreement# or sustained by govern- 
ment guarantees. Social security legislation was becoming almost uni- 
versal. 

Thus the premature attempt to revert immediately after the war 
ended to complete freedom of private enterprise, without facing the 
readjustments that were needed particularly in the sphere of inter- 
national economic relations, collapsed in the great depression. Freer 
trade would have caused the abandonment of uneconomic forms of 
production. Many of the war-stimulated industries would have had 
to close down. A new pattern of international specialization would 
have emerged. Clearly such developments would have created wide- 
spread temporary unemployment. But they were necessary if private 
enterprise was to function effectively on a competitive basis. The diffi- 
culties involved in restoring world markets had been evaded by resort 
to inflationary credit policies. The ultimate result was a substantial 
enlargement of government controls. 

AN EVOLVING CAPITALISM 

Private enterprise and free competition are not synonymous terms. 
In the latter part of the nineteenth century, businessmen and eco- 
nomic theorists often assumed that they were. They had faith in free 
competition as a regulating principle of organization and believed 
that private enterprise would necessarily bring competitive methods 
into play. In the disorganized interwar period it did not prove easy 
to restore equilibrium by competitive methods. The business world 
became skeptical of the quasi-theological faith in competition that 
had been almost unquestioned before 1914. Most of its leaders re- 
tained their belief in private enterprise. But they began to stress the 
destructive and inefficient aspects of free competition. They still 
criticized and resisted most forms of government intervention but 
on grounds of efficient operation rather than Secause of any great be- 
lief in the merits of competition as a regulating principle. Distrust 
of government policy determined by legislators elected on political 
issues and of executive action by government officials is quite com* 
patible with loss of faith in the self-regulating virtues of a competitive^ 
economic system. It was this combination of ideas which led to at- 
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tempts at industrial reorganization by business leadership. These at- 
tempts were far-reaching. They went beyond industrial and even 
national boundaries into business diplomacy. 

New impetus was given to the trade association movement and to 
industrial agreements limiting the scope of competition and wher- 
ever possible eliminating redundant capacity. Voluntary limitation 
of output, price maintenance, combined marketing and research 
services, the pooling of patents and processes, standardization, com- 
parative cost analysis, and similar attempts to reduce costs and secure 
ilie economies of large-scale production, were advocated by arguments 
stressing the values of co-operative effort and the disadvantages of 
unrestric ted competition. These were not new arguments, particularly 
in (Germany, but the circumstances of the postwar years made them 
more persuasive. 

Generally these attempts to restrict competition by agreement were 
advcxateci as a means of reorganizing the older manufacturing in- 
dustries which traditionally had consisted of a great number of small 
firms tenacious of their independence. Most of the European manu- 
facturing industries and nc^tably the British textile industries were 
of this character. TJie newer industries, particularly in Germany and 
the United States, by the very nature of their technology were bound 
to develop large-scale production methods. The mechanical prcxiuc- 
tion of mass-consumption goods had been developed to a high pitch 
in the United States not only in the automobile industry but over a 
widening range of standardized products. In Germany even before 
1914, the electrical, chemical, and other industries in which the in- 
dustrial application of scientific research played a large part had de- 
veloped both large-scale units and co-operative cartel practices. In 
these scientific industries flow-processes paralleled the assembly lines 
of the mass-production industries. 

There were many reasons why the economies of full-capacity pro- 
duction were more pronounced in these newer industries. They may 
be summed up by reference to the increasing importance of fixed 
overhead costs. The vafious factors entering into overhead costs de- 
rive primarily from the necessity of planningjn great detail elaborate 
installations of equipment and integrated flow-processes which can 
be most effectively used in the repetitive production of standardized 
commodities and their component parts. The division of labor has 
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been carried to great lengths in the final stages of production. But 
if these are to be smoothly integrated the prior planning must be 
meticulous. 

In order to develop the materials, design; and planning for large- 
scale production of this type, it is necessary to organize expensive 
laboratories for scientific research. Even heavier expenditures are 
involved in the later research stage known as process development. 
There is a long interval between the laboratory demonstration of a 
new process and its application to commercial prcxluction on a large 
scale. In most cases a pilot plant must be erected so that by practical 
experiment, the new processes may be cheapened, standardized, freed 
of “bugs,” and reduced to methods capable of operation by unskilled 
labor. Thereafter the process must be adapted to the routine of large- 
scale production for the market. It is not uncommon for these stages 
to take five or more years and to involve hundreds of thousands of 
dollars of expenditure for a single new process or product. 

In these new industries the property right known as a patent has 
become an important factor in increasing the optimum size of a pro- 
ducing firm. Originally a monopolistic right to produce or sell some 
product, a patent has now developed into a right primarily to use 
certain mechanical or chemical processes. A basic patent indeed, 
tends to become a right to monopolize the industrial applications of a 
narrowly specialized field of scientific research. The complexity of 
modern machines and products is such that improvements of a specific 
part are seldom of any value except as applied to the whole. As the 
long list of patent records with overlapping expiration dates on many 
appliances will testify, the larger corporations are in a strategic 
position to utilize the subsidiary improvements to an original in- 
vention. 

In addition to patentable devices, there is an increasing amount 
of know-how, i.e. technical experience specifically related to par- 
ticular processes. The inevitable result is a differentiation of prod- 
ucts. While there is monopolistic competition between them, each 
has a measure of monopoly increased by advertising. Since new 
processes must be patentt d on a world-wide scale to forestall litigation, 
and since they involve heavy advertising and other merchandising 
costs, the necessity for these expenditures has added incentives to 
large-scale operation. The exclusive licensing of patents and processes 
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in defined markets rapidly developed during the interwar years into 
the most significant method of negotiating international marketing 
agreements. 

This trend toward large-scale production and monopolistic de- 
velopment was further stimulated by financial reorganizations lead- 
ing to control of business units by financiers rather than industrialists. 
This was not a new development* The trust movement in American 
industry was clearly evident in the last quarter of the nineteenth cen- 
tury. J. H. Clapham devoted the longest chapter of his Economic 
History of Modern Britain to the processes of amalgamation character- 
istic of the period in British industry. The cartel movement spread 
at the same time within Germany. But the abundant credit created by 
the method of war financing through the banks, coupled with the 
heavy burden of postwar taxation and with the emergence of surplus 
capacity in many war-expanded industries, gave impetus in the 1920's 
to the reorganization of production by financial combinations. 

Outside the , corporate organization of industry there were many 
consequences of the war mobilization which encouraged monopolistic 
trends. The financing of war production had linked industry with the 
banking system and had concentrated the credit functions in the com- 
mercial banks. These in turn were more dependent than they had 
been in the nineteenth century upon the exigencies of public finance. 
Rates of interest were neither as flexible nor as responsive to the needs 
of industry as to the needs of the treasuries manipulating swollen na- 
tional debts. It became more difficult for small businesses to find ven- 
ture capital. In this as in other- respects, the United States was less 
affected by the first World War than were the other great trading 
countries. 

Moreover the increased bargaining power of trade unions in the 
war period was reflected in an increasing rigidity of wage rates. This 
paralleled the increasing rigidity of interest, rates, taxes, and other 
elements of overhead cost. Industry-wide bargaining developed in 
place of local negotiations that could be adapted readily to the cir- 
cumstances of particular firms and localities. Inevitably these develop- 
ments of the labor as of the capital markpt gave advantages to the 
larger corporations as compared with smaller production units. 

Thus what was rapidly emerging was an industrial structure very 
different from that of the multiplicity of independent small pro- 
ducers upon which the faith in competition had been postulated. In- 
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dustrial giants, endowed by their size with market leadership or even 
domination, began to be capable of maintaining the prices of their 
products by varying their output. The increasing secrecy of specialized 
technical processes restricted entry into many fields of production. 
Great corporations maintained expensive industrial research labora- 
tories from which flowed a stream of specialized applications of scien- 
tific discoveries. Moreover the ability of these corporations to sustain 
the heavy costs of developmental research enabled them to derive 
the greatest advantage from the scientific research and training sup- 
ported by the community as a whole. 

This widespread movement toward industrial concentration in 
the stronger new industries coupled with industrial association in 
those which had formerly been keenly competitive was one of the 
most important developments of the first postwar decade. This was 
clearly reflected in the documents of the World Economic Conference 
in 1927. In Germany the movement was known as rationalization, and 
German experiments exercised a great influence on the surrounding 
countries. In Britain it was generally known as industrial reorganiza- 
tion. The trade association movement in the United States dated 
back at least to the iSgo’s. But it was greatly reinforced after the first 
World War and it exercised a great influence upon the industrial 
codes developed by the National Industrial Recovery Administration 
in 1933. 

Primarily this was a movement described as fair competition, to- 
ward the abandonment of free competition and toward concerted 
action among producing groups. In jfhe beginning it was a repudiation 
both of state control and of free competition — an attempt to obtain 
by agreement acceptance of industrial and trading practices that 
would limit destructive competition. But after the depression of 
1929-33 it led to state-supported and state-enforced monopoly organi- 
zation in many countries. It was helped along after 1931 by the in- 
creasing network of import and export licensing, of quota systems, and 
of exchange controls, all of which mushroomed after the breakdown 
of the restored gold standard. Limited state trading monopolies made 
their appearance and ultimately the conduct of trade came under 
bureaucratic regulation in many countries. But the roots of this trend 
to monopoly and to monopolistic association are to be found within 
industry itself rather than in state regulation. 

It is not possible to give a simple comprehensive explanation for a 
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world-wide trend that took such diverse forms as the development of 
integrated large-scale enterprises in most industrial countries and 
such varied legislative experiments as the national recovery codes in 
the United States, the German compulsory cartelization after 1933, 
the van Zeeland New Deal in Belgium, the Flandin decrees in France, 
the Italian corporative system, the Japanese experiments in voluntary 
and compulsory cartelization, and the state socialism of the U.S.S.R. 
There is an immense literature, descriptive and theoretical, concern- 
ing the decline of free competition between the wars and the emer- 
gence of varying degrees of monopoly, national and international. As 
early as 1927, D. H. Macgregor, with some exaggeration, reported to 
the World Economic Conference that the idea of regulating output by 
concerted arrangements between producers was no longer seriously 
opposed by economic theory or public policy. Despite the vehement 
opposition since expressed by many influential sections of American 
opinion, particularly to the arrangements loosely described as cartels, 
there is widespread recognition among businessmen and economists 
that the nature of industrial competition is changing. It must now be 
admitted that all over the world, and even in the United States, in- 
dustrial as well as government action in recent years has amounted to 
a rejection of competition as a self-regulating and self-equilibrating 
principle of economic organization. 

It follows that over a widening range of manufacturing production 
the price mechanism ceased to have the flexibility upon which was 
postulated the classical explanation of the balancing of international 
payments. The strains of adjustment to shifting pressures on the bal- 
ances of payments became concentrated upon a narrowing segment 
of trade, and particularly upon those primary commodities such as 
foodstuffs and raw materials which by virtue of their dispersed pro- 
duction were not capable of organization along monopolistic lines. 
The processes of adjustment could no longer be cushioned, as they 
were before 1914, by short-term credit transfers in response to flexible 
interest rates. 

Nor were the processes of adjustment spread as readily over the 
wage rates and living levels of the working population as they had been 
before 1914. In increasing measure, wages were fixed by contract for 
relatively long terms, often on a nation-wide basis, and were buttressed 
by a vaiiety of unemployment benefits and social services. Labor be- 
came less mobile between industries and between regions. Statistical 
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measurement shows that this was in fact a less hampering obstacle to 
adjustment than the rigidity of interest rates. But it was part of the 
retreat from the flexible, self-equilibrating price mechanisms of the 
nineteenth-century international marketing system. 

The consequence was that the greater strains of adjustment in the 
postwar period were concentrated upon those segments of interna- 
tional economic transactions that remained adjustable — primarily 
the security markets and the trade in raw materials and foodstuffs. 
They were therefore reflected in more violent price movements. These 
price fluctuations were of a range and a rapidity unknown in the latter 
nineteenth century. For the incessant but relatively small adjust- 
ments of all sorts of prices — including the prices of capital and of labor 
— in interdependent markets all over the world, there was substituted 
a regulation of output in the large-scale manufacturing industries, 
stereotyped wage and interest rates, and, from time to time, sharp and 
necessarily large adjustments of raw-material prices. 

The violence of these price fluctuations was greatly aggravated 
when the mechanisms of international adjustment broke down in the 
great depression that began with the sagging prices of agricultural 
staples in the Southern Hemisphere in late 1928, and took a sharp 
downward turn when the New York stock market crashed a year later. 
Despite emergency measures on an international scale, the depression 
deepened during 1930. In May, 1931, a bank panic started in Vienna 
and spread rapidly across Europe. When Britain abandoned the gold 
standard in September, 1931, the whole international payments sys- 
tem was thrown into confusion and prices fell steeply. The worst of 
the price decline was concentrated on raw materials and foodstuffs. It 
was natural that the idea should be put forw ard of international agree- 
ment to mitigate and control the sharp decline in the prices of staple 
commodities that were important exports of the raw-material export- 
ing countries. 

The idea was developed in two forms which shaded into one an- 
other. The first was an attempt by business leadership to arrive at 
international understandings and agreements designed to minimize 
competition. The later form was the comparable attempt to negotiate 
international commodity agreements by which the powers of govern- 
ment were invoked to compel dispersed and competitive producers to 
adhere to programs of production or export regulation or, to price 
maintenance, l^ogically it is possible to draw a clear distinction be- 
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tween the private agreements and those negotiated by governments 
and to distinguish different types of agreements according to their legal 
structure. But in practice one type shaded into the other. 

In Germany and some other countries cartelization was officially 
recognized and was even arranged in some cases by government inter- 
vention. In Britain, industrial reorganization, much of which was of 
the cartel type, took place sometimes voluntarily, but often with the 
encouragement of government agencies or as a result of legislation. 
After Britain reverted to protection in 1931, the tariff was used to com- 
pel such reorganization and to facilitate the negotiations, notably of 
the iron and steel industry, with international cartels. A long list of 
special acts may be enumerated in Great Britain and also in the United 
States, by which segments of industry have been carved out from the 
field of free competition.® 

Whether the industrial arrangements by which competition was 
limited were administered by private initiative, or needed govern- 
ment support, is not very important from an economic viewpoint. In 
practically every case producers instigated the governing legislation 
and controlled the administrative devices set up to implement it. 
When the producers were strong enough to do so they spurned govern- 
ment support. But when a recalcitrant minority had to be coerced 
or when agreement could be reached only under the umbrella of 
government control and often with aid from the taxpayer, there was 
no hesitation in accepting it. 

It is very difficult to arrive at any convincing estimate of the degree 
to which producers’ agreements were effective across national bound- 
aries. The most effective of them stopped trade almost completely, 
since it was usual to reserve to each corporation its own domestic 
market. As in the case of tariff measurements, completely successful 
trade barriers are not reflected in the statistics of the trade which re- 

• Cf. Memorandum on Regulatory Measures Affecting American Foreign Trade, sub- 
mitted' to the National Foreign Trade Council. Inc., New York, 1944, and '‘approved 
lor distribution in September 1944 for information and study by members of the Council 
and others interested.” Sectioji 6 cites the interstate Commerce Act (1887) and Transporta- 
turn Act (igao); Shipping Act (1916); Packers and Stockyards Aa (1921); Capper-Volstead 
Act (1922); Perishable Agricultural Commodities Act (1930); Labor Provisions- 
Clayton Act (1914) and Norris-La Guardia Anti-Injuncflon Act (1932); Agricultural Ad- 
justment Act (1933); National Industrial Recovery Act (1933): Communications Aa 
(1934); Fisheries Cooperative Marketing Act (1934); Connally Hot Oil Act (1935): Poultry 
Amendment to Packers and Stockyard Act (1935); Interstate Oil Compact Act (1943) 
and States Tobacco Compacu Act (1936); Motor Carriers Act (1935); Bituminous Coal 
Act (1937); Civil Aeronautics Aa (1937) and Small Business Mobilization Act (1942). 
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mains free to pass. Various attempts have been made to estimate from 
the trade statistics what proportion of international trade was sub- 
jected in the interwar years to some measure of monopoly control. 
Most of these attempts do not discriminate between the various forms 
and degrees of monopoly in regard to particular products at different 
times, and it is doubtful whether the resulting estimates mean very 
much. But students of the question agree that there was a remarkable 
penetration of monopolistic practices into world trade. 

The belief spread that it was both wise and necessary in the interest 
of world prosperity and of world peace to negotiate international 
economic agreements by private treaty among business leaders.^ The 
campaign for business diplomacy was actively promoted at the World 
Economic Conference in 1927 and in frequent exchanges of visits 
between national industrial groups both before and after this con- 
ference. However, experience has proved that there is no solution 
to the problem of international prosperity and peace along these 
lines. Rather, an internationally cartelized world would be likely to 
hinder adjustments to international equilibrium and would also be 
likely to intensify the power struggle. The result of such efforts would 
be to transfer power from political to industrial leaders, and this 
would lead inevitably to a revival of the corporative forms of govern- 
ment that in the past have proved a menace to peace. There is much 
to be gained from friendly contacts across national boundaries be- 
tween industrialists, as there is between labor, professional, women’s, 
and all other organized groups. But there is no reason to believe that 
any one of these groups can discharge the functions of government. 
There is, on the contrary, much reason to fear the concentration of 
political and economic power in the same hands. 

The primary fact to be emphasized in connection with the interwar 
years is that no satisfactory solution was found to the questions con- 
nected with the clearing and balancing of international payments. 
The international marketing system of the latter nineteenth century 
was never restored after 1918. Distrust of government controls and 
their speedy abandonment after World War I did not connote a re- 

I 

^Cf. Eugen Grossman, Methods of Economic Rapprochement, Geneva, 1926, p. 29: 
"If a friendly atmosphere can be created by a series of agreements within the principal 
industries in Europe, we shall have penetrated to the cause of all armed conflict, as M. 
Loiicheur suggested to the Assembly of the League of Nations in 1925, and more will 
have been done for the maintenance of peace than by anv conceivable arbitration or dis- 
armament conventions.*' 
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turn to free competition. The attempt by private enterprise with or 
without government aid to regulate competition within and between 
national economies proved a failure economically and a danger to 
peace. Cartels and other forms of industrial agreement were not able 
to develop a satisfactory substitute for the price mechanisms that had 
functioned with reasonable efficiency before 1914. The bargains of 
industrial groups could not replace the free play of demand and supply 
in broad competitive markets. Yet the very nature of industrial de- 
velopment had destroyed the conditions which made free competitive 
markets possible. The international trading methods of the twentieth 
century differ as markedly from those of the nineteenth as the latter 
did from those of the eighteenth. The questions arising from monop- 
olistic competition remain with us, more urgently than after the first 
World War. And their solution is still to be found. 

MONOPOLISTIC COMPETITION 

Until very recently the main body of economic theory remained 
an elaboration of propositions concerning the determination of prices 
in free competitive markets. To illustrate these propositions the com- 
modities usually chosen were agricultural products such as wheat or 
simple manufactures such as textiles. The markets analyzed were more 
typical of simple handicraft than of complicated machine production. 
This type of theory persisted despite the technical developments that 
created large-scale production units, the financial considerations that 
expanded them and the developing movement to limit what was 
termed cutthroat competition. 

It is true that a distinguished line of mathematical theorists — Cour- 
not, Walras, Jevons, Pareto, Edgeworth, and Marshall — had treated 
questions of monopoly value. They recognized that the single seller 
was in a different strategic position from that of numerous producers 
for a competitively organized market. They recognized also that a 
similar monopoly might arise on the buying side, though it was left 
for a modern economist to introduce the term monopsony to denote 
a buyer’s monopoly. Duopoly (the sharing of a monopoly by two 
firms) and bilateral monopoly (the relations between a monopolistic 
buyer and a monopolistic seller) were discussed as special cases. 
Monopoly was always contrasted with competition, and the laws of 
monopoly price were distinguished sharply from the laws operative 
in free competitive markets. Moreover monopoly was usually dis- 
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cussed as an aberration from what was often described as health} 
competition. Nineteenth-century opinion, colored by Darwinian theo- 
ries of the survival of the fittest, had come to regard competition not 
only as the normal type of economic activity, but also as the type %vhich 
had been proved by experience to yield the maximum attainable de- 
gree of social justice and economic progress. The notion that com- 
petition and monopoly are alternative forms of organization, with its 
corollary of approval of the former and condemnation of the latter, 
is characteristic of nineteenth-century economic thought. This notion 
still persists in some circles in the United States. I'hough the practice 
of business has radically changed, the symbols and slogans derived 
from the theoretical analysis of a past generation are still potent. 

The preceding section of this chapter has outlined the trend to- 
ward industrial concentration which was a consequence both of chang- 
ing technology and of the failure after the first World War to restore 
the competitive mechanisms of international marketing. This section 
is concerned with the reflection of these developments in contemporar} 
economic writing. The voluminous and dispersed literature on this 
subject is reviewed briefly not to attempt a critical, still less an ex- 
haustive, analysis of what has now become the main body of economic 
as distinct from monetary theory, but rather to indicate the signifi- 
cance of this economic analysis for an understanding of international 
economic relations in the modern world. 

The principal body of this writing is concerned with the theoretical 
analysis of imperfect or monopolistic competition, supplemented in 
recent years by inductive studies of price behavior or price policy 
in particular firms and industries. Both of these categories are con- 
cerned with the working of the price mechanism. Tliey constitute a 
refashioning of the theory of value which has always been the central 
preoccupation of economic theory. However, another and very large 
body of writing is concerned with questions of economic leadership 
and economic power, rather than with the determination of prices or 
the maximization of wealth. The bulk of the writing in these fields 
is to be found in the years following the great cfepression of 1929-33. 
This breakdown encouraged economists to question the adequacy 
of traditional analysis and predisposed them to be receptive to the 
ideas of monopolistic competition that were slowly being formulated 
throughout the first postwar decade. 

Some of the impetus to restate theoretical foundations came by 
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reaction from the economists who were described as institutionalists 
because they were concerned with the social setting, rather, than the 
theoretical analysis, of economic phenomena. Thorstein Veblen and 
John R. Commons were particularly influential. The former was 
concerned to examine the actukl working of economic processes, to 
seek for the location of power in the modern economic system, and to 
emphasize the subordination of the technician to the organizer. He 
stressed the growing dependence of modern industry upon trained 
engineers (to whom in later years should be added experimental 
scientists), but he pointed out that the overriding decisions of indus- 
trial policy lay in the hands of those who organized and controlled 
the business corporations. Commons also laid stress on the power ele- 
ment in economic organization. 

Wherever economists were led to examine the applications of theory 
to practical situations, they encountered the facts of large-scale pro- 
duction — the complicated technology, the elaborate selling organiza- 
tion, the differentiated products carrying with them an element of 
monopoly, the uncertainties affecting profit expectations and therefore 
price policies, and the pervasive influence of overhead costs and un- 
used capacity in the machine processes of modern industry. Whether 
stimulated by the criticisms of anti-theoretic schools, or by the 
challenge of an economic historian, or by attempts at experimental 
research in economic theory, they were driven to the conclusion that 
prices did not depend entirely upon automatic market forces but that 
management was able to exercise a considerable measure of discretion 
in selecting price policies. 

The emergence of discretionary powers over prices inevitably con- 
notes a widespread degree of dispersed monopoly in the industrial sys- 
tem. This is the result partly of new technical methods of production,^ 
and partly of the organization that mobilizes the resources necessary 
to plan and conduct production and selling by the new methods. The 
harnessing of new forms of energy capable of providing power for im- 
mense and complicated machines is the fundamental technical factor. 
But the devising of Aew administrative methods of planning and 
integrating the detailed operations of large-gcale enterprises is at least 
as important. Both the hew technology and its administrative organi- 
zation have increased the scale of overhead costs and the importance 
of these; overhead costs in determining price policies. As J. M. Clark 
pointed out in the study which is fundamental to the whole discussion 
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of these questions of monopolistic competition, ''Overhead costs are 
not exceptions to a general economic law: they are the general law. 
Dynamic economics must not merely take account of them, it must 
be built around them, for they are part of its ipssential framework.’’ ® 

These overhead costs — the continuing expenses that must be carried 
whether productive capacity is used or unused — include heavy re- 
search and development expenditures which can be carried only by 
large concerns. The distribution of these costs over the prices charged 
to ultimate consumers gives those who decide price policies in these 
large concerns a discretionary power. It is this power which constitutes 
a major element of imperfection in modern markets. Competition 
remains but it is less and less of the type of atomistic competition be- 
tween small-scale sellers and equally small-scale consumers who must 
accept the working of supply and demand in free competitive markets. 
On the other hand, it would be difficult to find examples of pure or 
absolute monopolies where a single sellei may determine his price 
policy without taking into account those of other sellers. The price 
competition which exists is shot through with elements of partial and 
temporary monopoly. 

The formulation of systematic theories of hnperfect competition 
developed simultaneously in several centers. In recent years it has 
rapidly taken a central place in economic teaching everywhere, as did 
the theory of marginal utility sixty years earlier. A distinction may 
be drawn between imperfect and monopolistic competition. The 
former is the wider term, covering all imperfections of the market 
process. The latter is concerned solely with those imperfections which 
arise as a result of monopoly. However, monopolistic competition 
constitutes by far the most significant element in the new theories,, 
and attention is therefore focused upon it. 

The elaboration of complicated relationships between buyers and 
sellers with varying degrees of monopoly power leads to disconcerting 
theoretical conclusions. If competitive relationships are assumed, it 
is possible to work out a simple, systematic, and comprehensive theory 
which gives determinate relations between thtf demand, supply, and 
price for particular comnyxlities. Competitive relationships, however, 
must be assumed to include not only flexible responsiveness of individ- 
ual buyers and sellers to the price changes that are necessary to equate 
demand and supply, but a "corresponding flexibility of production 

0 Cf. J. M. Clark, The Economics qf Overhead Costs, Chicago. 1925, pp. 479 and 
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costs and also complete freedom of entry (and exit) to the production 
and sale of the commodity concerned. The neo<lassical theory as 
worked out by Alfred Marshall demonstrated that under completely 
free competition the price of a commodity would settle at, and if dis- 
turbed would return to, an equilibrium point at which the supply 
would be equal to the demand. It recognized that time must be al- 
lowed for the working out of long-run forces. It also recognized but 
dismissed elements of friction in the adjustment process. 

However, it is these elements of friction that now hold the center 
of the stage. This is particularly true of those which spring from the 
dominance in many basic industries of large-scale producers whose 
overhead costs are heavy, who produce a variety of commodities over 
which those costs must be spread, and whose products are differenti- 
ated from those of other firms by special characteristics, by selling 
campaigns, and by advertising. It is clear that entry into or’ exit from 
these types of large-scale production is not an easy matter. In all three 
major aspects of competition — flexibility of prices, flexibility of costs, 
and ease of entry into the market — the new technology aggravates the 
elements of friction to a point where nearly all sellers of economic 
goods and services enjoy some degree of monopoly.^ 

But there remain to consumers wide possibilities of substitution 
in their expenditures. The particular markets into which the eco- 
nomic world is parceled are interdependent. A patented line of plastic 
doorknobs may have some measure of monopoly, but it must compete 
with glass and metal doorknobs and is in any case dependent upon 
the demand for other building materials. This twofold development, 
which has both generalized the notion of'competition and introduced 
♦into it a bewildering variety of monopolistic elements in particular 
cases, has gone far to destroy the simplicity of value theories derived 
from competitive assumptions. The pure theory of monopolistic com- 
petition has been worked out mathematically on the basis of rigid as- 

» Duopoly is price determination where there are two competing sellers, oligopoly 
arises where there are a few sellers. Economists who delight in classiheatory terminology 
and have some knowledge Greek have invented many more such termis. The possi* 
hilities are considerable. The significant texts in this held arc: Edward H. Chamberlin. 
The Theory of Monopolistic Competition, Cambridge, ^\1 ass., 1933. and Joan Robinson, 
The Kconomics of Imperfect Competition, London, 1933. Mrs. Robinson in her foreword 
mentions fellow explorers in Denmark, Germany, India, and the United States as well 
as England. R. Triffin, Monopolistic Competition and General Equilibrium Theory, 
Cambridge, Mass., Harvard Uni\. Press, 1940, reviews the discussion out of which these 
publicatidns emerged and notes the main contributions. 
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sumptions concerning the extent of monopoly and monopsony in 
typical and rather broad, simple cases. 

The core of the theory lies in the assumption that individual 
firms will endeavor to maximize their profits, ind that they have some 
power to arrange output, prices, and the content of the product of- 
fered, so as to maximize them. The implications of this statement are 
far-reaching for the theory of international trade. Price policies are 
determined not by the demand and supply for simple products in 
competitive markets, but with reference to the aggregate net profits 
of enterprises making a great variety of products. Thus there cannot 
be said to be a market for aspirin in the sense of the nineteenth-century 
market tor wheat. Aspirin is one of many pharmaceutical products 
produced under conditions of joint supply. Monopolistic competition 
between chemical corporations results in a price structure for chemi- 
cal products very different from that which was worked out for wheat 
upon the assumption that a great number of producers accepted the 
price fixed by supply and demand. Moreover the great modern corpo- 
rations tend increasingly to spread across national boundaries either 
by the formation of international business enterprises or by forms of 
cartel agreement. 

It is often said that the shift of economic analysis from questions 
of pure competition to those of monopolistic competition has been a 
shift toward a consideration of firms rather than industries.^® In 
classical and neo-classical analysis, however, the term industry was 
implicitly restricted to a single homogeneous commodity. The shift 
has in fact been from a consideration of the market for a single com- 
modity to the more complicated relations between large firms each 
producing a variety of commodities. Within each firm overhead costs’ 
must be spread over the variety of commodities it produces. What 
then becomes of the price theory upon which the neo-classical explana- 
tion of the balancing of international payments rests? What becomes 
of the theory of comparative cost when the cost of producing in- 
dividual commodities becomes in large measu^ dependent upon the 
allocation of overhead? 

% 

’oCf. R. Triflin, op. cit., p< 67: “By breaking up the Marshallian ‘Industry' into in- 
dividual 6rms, each of which has to solve for itself its own equiliininm pioblems, l^ro- 
fessor Chaml>erlin and Mrs. Robinson could approach a problem largely neglected by 
particular equilibrium theory: the problem of the competitive inter-relationships be- 
tween the firms.” 
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The profits of a corporation will be maximized when it pushes the 
production and the sale of each commodity in each region of its opera- 
tion to the point where the additional income gained by further sales 
would be less than the additional cost involved. This is the meaning 
of the statement that marginal net revenue equals marginal cost. It 
is demonstrable that a corporation which could accurately forecast not 
only its cost and the response of consumers to particular prices but 
also the policies of its competitors in respect to their products could 
maximize its profits by setting output and therefore prices at the point 
where the marginal cost, including selling cost, would be equal to 
the marginal revenue of each of its products. 

Under conditions of pure competition each firm would find its 
marginal revenue and marginal cost equated and therefore its profits 
maximized at the point where demand equals supply at the price de- 
termined by the market. But this presumes flexibility of costs and out-, 
put as well as prices. Under monopolistic competition on the other 
hand, the equilibrium which maximizes the firm's profit is reached 
at a smaller output and a higher price for the various commodities 
produced by a large corporation. 

It is obvious that the blending of monopolistic *and competitive 
elements in the determination of output and prices has destroyed the 
simplicity of price theories. The broad and necessarily vague relation- 
ships in the simplified types of situation selected for theoretical analy- 
sis can seldom be found in practical business experience.^^ After the 
first challenging statements of this new approach, the literature of 
monopolistic competition was plunged into terminological contro- 
versy (much of which is in the nature of translation from one language 
into another), and into the elaboration of particular small aspects of 
the theory. It is significant that the original works though frequently 
reprinted have not been significantly revised, nor has there been much 
attempt to work out the full implications of the new approach in other 
aspects of economic theory. 

Meantime, however, a great and increasing number of inductive 
studies into the actual price policies pursued by particular enterprises 

I 

Exceptions can fjc cited where a particular practical situation corresponds closely 
with a recognizable, and therefore relatively simple, category of theoretical analysis. It 
is noticeable that such situations are more often found in industries producing a single 
homogeneous commodity. The consideration of monopoly, duopoly, oligopoly, or a 
closer approach to pure competition in such cases becomes laigely an elaboration of neo- 
classical analysis of mono|)oly value theory. 
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or groups of enterprises has been accumulating. They describe the 
organization of an industry with particular attention to the differenti- 
ation of its products, to the determination of costs and to the allocation 
of overhead costs, including research and development. An endeavoi 
is made to determine the extent of price leadership or of rivalry among 
a few dominant sellers (oligopoly), and to locate the key decisions of 
price policy. In analyzing the pattern of price behavior, use is made 
of the “box of tools*’ devised by the theorists of monopolistic com- 
petition, which constitutes a point of reference against which actual 
price policies may be checked and from which ideas may be gleaned 
as to the significant facts to look for. The nature of these case studies 
is such that it is not possible to review them briefly. Nor would it be 
relevant here to do more than note that they have accumulated an 
imposing body of evidence that the office of the industrial executive, 
rather than the market, has become the birthplace of prices over a 
considerable and growing part of economic activity. 

Economic theory has always tended to work almost exclusively from 
the concept of wealth.^- The theory of pure competition assumed that 
individuals desire to maximize their income. It further assumed that 
the ownership and management of production were in the same hands, 
or at least that the vital decisions of policy were taken by proprietors 
rather than managers. The theory of monopolistic competition, on 
the other hand, assumes that each firm desires to maximize its profit. 
This raises questions of power and of executive leadership within the 
structure of the firm. The emergence of the corporations necessary 
to produce on a great scale and to sell on an even greater scale has 
created a situation different in important respects from that in which 


should he noted that oilier concepts are lieginning to make their way into the 
theoretical literature. Professor A. C. Pigou published his Wealth and Welfare as early 
as 1912, recognizing that social welfare was not coincident with individual wealth. The 
Economics of Welfare, London, 1920, was an ela 1 )oratc attempt to apply theoretical 
analysis to the new concept. The third (1929) edition of this volume incorporated sig- 
nificant elements of the developing theories of monopolistic competition. 

There has not yet been any systematic attempt to incorporate the concept of power 
into theoretical analysis. Bertrand Russell in Power: A New Social Analysis, New York, 
1938, set out to prove *'that the fundamental concept in social science is Power, in the 
same sense in which Energy is the fundamental concept in physics.’* In the field of 
international economics, Alt)ert^O. Hirschman's National Power and the Structure of 
Foreign Trade, Berkeley, 1945, sets forth a theory of international trade based upon 
the assumption that nation-states wish to maximize their military power. I'here is no 
comparable theoretical study of efforts to maximize the economic power of individuals 
or groups; but Robert A. Brady in Business as a System of Power, New York, 1945, has 
broken ground for such a study. 
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venture capital, and hence effective control over policy, was owned 
by those responsible for management of the enterprise. In the modem 
corporation, executive leadership tends increasingly to be separated 
from ownership by the stockholders. Analysis designed to locate the 
seat of power in the economic system tends to emerge as a promising 
method of analyzing the central, regulating mechanisms of economic 
activity. It is significant that even before the definitive works on mo- 
nopolistic competition were published, a study of corporation struc- 
ture had appeared which was to set in train an extensive literature 
on the location of power in the modern economic system. 

Reference was made earlier to the movement in the iggo’s which 
attempted to rationalize business leadership in most industrial coun- 
tries. The belief grew that reliance on the automatism of the market 
was no longer possible. On the other hand, there was aversion to 
government regulation and still more to government operation. There- 
fore business leadership was urged to put its own house in order and 
to develop policies that would demonstrate the efficiency of private 
enterprise to serve the social interest. There was a confident note in 
this literature of rationalization, which even went to the length of 
offering ‘‘business diplomacy” as an effective means of reducing inter- 
national political and economic tensions. After the great depression of 
1929-33, however, the corporation as a dominant type of industrial 
organization was thrown on the defensive and business leadership was 
on trial. 

As in the 1890‘s, the piopular distrust of monopolistic practices was 
most evident in the United States. A succession of Congressional in- 
quiries just before and during the second World War — the Temporary 
National Economic Committee (T.N.E.C.) on Concentration of Eco- 
nomic Power; the Nye Committee on Munitions; the Bone Commit- 
tee on Patents; the Truman Committee on National Defense; the 
Kilgore Committee on Scientific and Technical Mobilization, and 
other investigating committees — accumulated a vast mass of informa- 
tion, charges, and views. Of these committees, the T.N.E.C., which 
arranged for the publication of a long list of monographs as well as 
several volumes of hearings, bore most directly upon the questions of 
concentration and location of economic power. No adequate evalua- 
tion of this somewhat unsystematic investigation has yet been made, 
though the opinion has been ventured that its documentation tends 
to exaggerate the extent to which the economy of the United States 
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is permeated with monopoly. The crusade undertaken by the United 
States Department of Justice to enforce the Sherman Act has con- 
tributed both a series of semi-official monographs and a vast volume 
of evidence and documentation adduced in'" the course of judicial 
trials. Most of this is in the nature of a brief for the prosecution. It 
is only since the war ended that a more detached analysis of interna- 
tional cartel questions has become available by the almost simul- 
taneous publication of several independent books on the subject. 

The nearest approach to a comprehensive survey of tljis whole vast 
question of the power to make price policy in a system of monopolistic 
competition is contained in the work of Professor E. G. Nourse, en- 
titled Price Making in a Democracy. The argument of this work is 
essentially based upon the author’s “belief that the spontaneous and in- 
dependent action of individual firms is capable of meeting the require- 
ments of successful operation of our economy under a private enter- 
prisSe system more fully and with less reliance on government aids, or 
with much less fear of government constraints, than is commonly sup- 
posed.” It is argued that the continuance of high production and 
employment levels depends ujxm maintenance of real purchasing 
power adequate to take goods off the market. The responsibility is 
thus placed upon management to follow output arid price policies that 
will avert industrial depression. 

This admonition to business leadership to follow in its own self- 
interest a low-price policy of maximum output is based upon the belief 
that the prosperity of the individual firm depends upon general pros- 
perity. The finding of monopolistic competition theory is that the 
profits of an individual firm are maximized when output is restricted 
below and prices are maintained above the level at which demand 
and supply would be in equilibrium. It is clear that profits may be 
maximized in the short run by the exercise of monopoly power to 
charge what the traffic will bear. But against this must be set the fact 
that attempts to maximize profits in the short run inevitably result 
in periodic depressions. Whether business statesmanship, primarily in 
the great corporations that set basic prices, is capable of devising price 
and output policies that iim at less than maximum short-run profits 
in order to secure a greater measure of stability in the economic system 
and therefore greater profits in the long run, is a question the answer 
to which depends primarily u{X)n the character and outlook of those 

Edwin G. Nourse, Price Making in a Democracy, Washington, D.C., 1944, p. 443. 
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who control management. It is not within the 4ccision of stockholders. 

Power in the economic system is now held uncertainly, and by un- 
defined exercise of will, by a new class of professional business man- 
agers. On occasion, the maximizing of their personal incomes has con- 
flicted with the maximizing of the profits of the firm. But power (and 
glory), as well as creative satisfactions, are among the motives which 
create their will to action. The fate of the private enterprise system of 
monopolistic competition will depend very largely upon the ability 
of these managers to understand the long-run forces that determine 
equilibrium and to weigh those forces against the short-run maximiz- 
ing of profits and income. 



CHAPTER XV 


ECONOMIC NATIONALISM 
BETWEEN THE WARS 


THE DEEP ROOTS OF PROTECTION 

The first reconstruction effort broke down because of the failure to 
reduce trade barriers during the years when the American loans gave 
a breathing space that should have been used to restore world trade 
and to allow competitive trading to work out a new pattern of inter- 
national specialization. It may be argued that this failure was inevita- 
ble, that the statesmen were wiser than the economists, and that the 
maintenance of trade restrictions was unavoidable in a world plagued 
by the economic consequences of a disastrous war. No one can say 
whether this was the case, or whether bolder statesmanship in support 
of the League efforts for freer trade might have proved successful. The 
fact is that the League efforts failed. There had been a dramatic shift 
in the balance of economic power in the world. 

During the igso’s Britain had taken the initiative in reconstruction 
lending. The British were driven to this effort at international recon- 
struction because their economic livelihood had come to depend upon 
the world trade which their traders and investbrs had built up in the 
nineteenth century. In ^^le attempt to rebuild world trade and to 
restore European production as a necessary element in that trade, 
Britain took risks that proved to be unsound. The United States, on the 
other hand, emerged from the war of 1914-18 by far the greatest in- 
dustrial flower in the world. Its balance of payments position had 

477 
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changed radically from that of a net debtor to that of a large net 
creditor on international account. If trade after the war had been as 
free of restraints as it had been before 1914, this shift in the balance of 
payments would have entailed either a sharp reduction of American 
exports, particularly of agricultural products, or a sharp increase of 
imports, or both. At a time when United States' exports of food and 
raw materials, as well as of manufactures, were so badly needed for 
reconstruction purposes, a reduction of exports was difficult to con- 
template. And there was strong traditional resistance to imports. 

An easy solution of the dilemma had been found by lending Euro- 
pean countries the credit to buy from the United States the goods they 
needed and which Americans wished to export. By this loan outflow 
the day of reckoning was postponed for more than a decade. When 
it finally came, the reckoning was heavier since interest charges and 
debt claims had been added to the already large export balance both 
of manufactured and of agricultural commodities. The theory be- 
hind the reconstruction loans had been that they would restore the 
productive capacity of the countries devastated in war. Though a sub- 
stantial proportion of the loans was spent in maintaining unwar- 
ranted levels of consumption, the productive capacity of Europe was 
substantially restored between 1925 and 1929. But little account had 
been taken of the necessity to adapt this reconstruction to the shifts 
in world production. Thus by 1929 the Danubian countries were 
again exporting wheat, while the industrial countries of western Eu- 
rope were protecting their own increasing wheat production, even 
though at the same time the overseas exporting countries — Argentina, 
Australia, Canada, and the United States — had greatly expanded their 
exports. 

If the trade barriers had been lowered in this first reconstruction 
decade, when American loans were available to balance international 
payments, competition would have rearranged the pattern of world 
production. Not only wheat but a great variety of other commodities 
would have been produced in low-cost areas, while their production 
in high-cost areas would have proved uneconomic. If this had hap- 
pened, the sudden cessation of lending in « 1930 would not have re- 
leased large accumulations of surplus stocks of staple products on top 
of an already sagging market. Thus it is necessary to probe into the 
reasons why so little progress was made in the first interwar decade 
toward restoring world trade, and to discover how far trade barriers 
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were responsible for this lack of progress. It is all the more necessary 
to consider these problems because the developments of our own time 
bear such an ominous resemblance in many respects to the first recon- 
struction effort after the war of 1914-18. 

The restoration of world trade on a competitive economic basis is 
an essential condition of the success of the European Recovery Pro- 
gram. Hence it is important to discover what light past experience 
can throw upon the nature of the resistance offered to a reduction of 
trade barriers. Little effective progress was made before 1929 in the 
campaign for tariff reduction. The relative freedom of international 
economic transactions that was characteristic of the period preceding 
1914 was never effectively restored. The reasons for this failure to 
negotiate a reduction of trade barriers call for analysis. 

A preliminary point should be made clear. As a general rule tariff 
levels were not high in the first interwar decade. The real difficulty 
presented by tariffs and other trade barriers in these years was the 
use made of them to resist the adaptations of national economic pro- 
duction that were necessary if competitive world trade was to be 
reorganized. A tariff does not need to be high on the average to be 
destructive of trade. All that is necessary is that the duties charged on 
competitive products shall be raised when the domestic industry feels 
the effect of competition. This is the flaw in the argument so often 
advanced in the United States in favor of flexible tariff duties. If the 
duty is adjusted every time import competition begins to be effective, 
trade is killed. 

In its changed creditor status, the United Slates should logically 
have moved toward lower tariff duties so as to admit a greater volume 
of imports. Instead the first postwar depression led to the Fordney- 
McCumber tariff of 1922. The average level of duties in this tariff was 
not very high, as compared for example with the average level of the 
Hawley-Smoot tariff of 1930. But the increases were shrewdly placed 
on the very imports that might have done most to right the balance 
of payments. Their effect was to reinforce the growing belief that 
British reconstruction efforts would have to b^ supported by Ameri- 
can loans. The escapist illusions fostered by these loans were the major 
cause of the interwar failure to face up to the adaptations of national 
economic activity necessary to restore balanced international spe- 
cialization. The American refusal to take payment for its much- 
needed exports by accepting a larger volume of imports diverted the 
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American exporters who needed European markets, and the Euro- 
pean consumers who needed American food, materials, and equip- 
ment, to what seemed the only possible alternative — American loans 
to Europe. 

Many other examples might be cited of tariffs which, though not 
very high, were destructive of trade. Until 1931 Britain remained 
faithful to its free-trade tradition, though a breach had been made in 
this tradition by the imposition in 1919 of duties in which preferential 
treatment was given to a limited number of imports mainly from the 
dependent colonies. In 1921 also, some duties were introduced into 
the British revenue tariff Avhich were avowedly protectionist and were 
not countervailed by local excise taxes. They affected only about one- 
tenth of one per cent of the total imports, but they too constituted a 
precedent. The self-governing Dominions were clamoring for imperial 
preference but this would have involved the imposition of a pro- 
tective tariff on foodstuffs and raw materials which were at that time 
on the free list. Britain was not ready to tax food and raw materials, 
and the Dominion demands for special treatment were therefore met 
by setting up research and promotion agencies — the Imperial Eco- 
nomic Committee (1924) and the Empire Marketing Board (1926). 

On the continent of Europe, tariffs were not much higher in 1929 
than they had been before 1914. Wherever specific duties were charged, 
calculated as a fixed sum per unit of the quantity imported, the higher 
price levels resulting from monetary inflation had had the effect of 
reducing the ad valorem burden of these specific duties. The French 
tariff, for example, consisted mainly pf specific duties. As prices rose 
after 1919, these duties were increased in an effort to compensate for 
the depreciation of the franc and the rising price level. A parliamentary 
committee in 1926 reported that these increases did not compensate 
for more than half the rise in prices. On the surface, in the 1920’s tariffs 
appeared to be moderate. But more detailed investigation reveals 
that the increases made in many countries were concentrated upon 
the import items which threatened to compete with newly established 
war industries. These^were precisely the items that should have been 
adapted to the new postwar specialization. The smaller and mainly 
agricultural countries in Europe, as well as the British Dominions and 
Latin America, raised their duties on manufactured imports in an 
effort to preserve the local manufacturing industries that had sprung 
up in the war period. 
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The number of separate customs units in Europe had been increased 
from 20 to 27, and their new frontiers were longer by about 12,500 
miles. The small new states created by the peace treaties tried to build 
up a measure of self-sufficiency. It was this erection of new trade bar- 
riers in Europe that gave rise to the maps and models showing tariff 
walls, and to the calculations of tariff levels ivhich were among the 
most telling exhibits at the World Economic Conference in 1927. 

Until 1925 Germany was not completely free to shape her own tariff 
policy. Then she began to increase the tariff protection given to the 
grain-growing areas east of the Elbe. It is one of the ironies of history 
that the year 1925 — the first year of the restored gold standard — saw 
the beginnings of what became a steady trend to agricultural protec* 
tionism in Germany and elsewhere. Agricultural tariffs were then 
on the whole low. In many countries they were below pre-1914 levels. 
But from 1925 onward there was a developing agricultural crisis, the 
chief signs of which were a growing accumulation of burdensome siir* 
pluses and sagging price levels. By 1927 the index of the world stocks 
of agricultural commodities had risen to 146, and the price index had 
fallen to 81, as compared with the base period 1923-25 = 100. This 
was not yet disastrous, but the abundant harvests of 1928 and 1929 
further weakened the agricultural markets. By the end of 1929 these 
indices were 193 and 64. At the depth of the depression in 1932 they 
reached 262 and 24. 

This great maladjustment of agricultural production was one of the 
most significant factors in the opposition to freer trade, and in the crisis 
which finally broke the restored gold standard system. The political 
choice made by the German republic in electing to intensify the protec- 
tion to grain growing on the Junker estates is typical of the almost in- 
numerable similar decisions forced upon democratic governments by 
powerful political groups. The decision in Germany happened to be 
politically and economically significant, but it did not stand alone. 

No aspect of economic policy between the wars has been so much 
discussed as this failure to reopen the channels of international trade. 
In addition to the voluminous writings by economists, there is a large 
body of documentation Cipntributed to the conferences of the Inter- 
national Chamber of Commerce, as well as the studies of the Economic 
Intelligence Service of the League of Nations and the reports of the 
numerous official conferences with which these years abound.. 

The International Chamber of Cx3nimerce was itself a postwar phe- 
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nomenon. Founded in 1920, it labored throughout the interwar years' 
to apply the principles of private business to the current issues of inter- 
national economic policy. It did so by striving to work out agreements 
on specific issues among the business groups concerned. Much of its 
work dealt with technical questions such as double taxation, com- 
mercial arbitration, customs formalities, international river commu- 
nication, bills of lading, and the interpretation of most-favored-nation 
treatment. In these and similar fields a body of agpreed rules, which 
inevitably recalls the Law Merchant of the early modem age, was 
hammered out in conference. It is interesting to note that much of this 
work has now been incorporated into the draft agreement for the Inter- 
national Trade Organization of the United Nations. In addition the 
leaders of the International Chamber of Commerce were active in 
propounding business solutions to the questions considered by the 
successive postwar conferences called to implement the European 
peace settlement. The Dawes plan to commercialize reparation pay- 
ments was a case in point. The World Economic Conference called 
in 1927 to seek ways of promoting freer world trade also owed much to 
the initiative and interest of the International Chamber of Com- 
merce. 

The documentation of this conference still provides the most com- 
prehensive survey of the international economic issues of the first post- 
war decade. The unanimous declaration of the conference that “the 
time has come to put an end to the increase in tariffs and to move in 
the opposite direction,*’ was hailed as a great triumph for the world 
business movement. The Report of the Committee on Trade Barriers 
set up by the International Chamber of Commerce became the cen- 
tral document of the conference and, despite some expression of 
French skepticism, carried the day. 

The power to take action, however, remained with national govern- 
ments. All that tlie conference could do was recommend action, and 
no action was effectively taken. The best that could be negotiated was 
a brief tariff truce, a series of bilateral commercial treaties in 1928, and 
some mitigation of export prohibitions and import quotas. Before 
the echoes of the conference had died away, the deepening agricul- 
tural crisis presaged the collapse of the reconstruction effort. Within 
a couple of years the financial crises that ushered in the great depres- 
sion put an end to all hope of freer trade. 
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The skepticism of the French delegates to the World Economic 
Conference was amply warranted, though the alternative policies they 
suggested were frankly pessimistic in regard both to world peace and 
to private enterprise. One element in the faitare of nations to adopt 
policies that would have led to increasing economic interdependence 
was the fact that warning voices were raised against the strategic dan- 
gers of such interdependence. It began to be realized that trade carried 
with it an element of power and, in certain circumstances, of domina- 
tion. The first breach in the British free-trade tradition, for example, 
was made in favor of certain “key industries^ deemed essential for 
national defense. The French, Czechs, and other nations were equally 
alive to the increased importance in modern war of the chemical, 
optical glass, steel, and other industries. 

The resolutions of the Economic Conference of the Allies held at 
Paris in June, 1916, before the United States entered the war, had 
foreshadowed the development of this element in postwar policy. The 
initiative in this conference was taken by the French government which 
was very conscious of the weakness of its strategic situation. The war 
of 1914-18 was to them a round in a fight that had started long before 
and could be renewed. They did not have the manpower, the industrial 
resources, or the equipment to fight again effectively. Therefore they 
sought means to prevent a reinvigorated Germany rising from defeat 
to renew its quest for power. In that quest Germany had made effective 
use of its trading organization. France was anxious to prevent this 
from happening again. 

Despite the rather vague economic plank in the fourteen-point 
platform from which President Wilson later conducted the psycho- 
logical offensive against Germany, the principles of this Paris confer- 
ence were written into the Versailles Treaty — not as strongly or as 
permanently as the French had wished, but sufficiently to give color 
to the German propaganda against the treaty as a harsh peace. It was 
against these economic clauses that J. M. Keynes campaigned in his 
Economic Consequences of the Peace. Liberal sentiment in Britain 
and the United States quickly rallied to his poilat of view. The argu- 
ment was clear enough. TJie nineteenth-century world trading system 
of which Britain had been the center could not be restored unless 
Germany once again was able to play an important role in European 
production and trade. The business world sought reconciliation with 
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a democratic Germany. The French forebodings were borne out by 
the rearmament of Germany, even under a democratic government. 
Peace had not been restored in Europe. 

It is not easy to assess the influence in practical policy of the various 
forces at work, and one should not exaggerate the importance of stra- 
tegic and military factors before 1933. From his vast experience of 
international trade negotiations in this period, Sir Arthur Salter has 
painted a realistic picture of the root causes of their failure. This is 
in sharp contrast with the views of those who attributed the persistence 
of protectionism primarily to national rivalries and hatreds.^ It is true 
that there was an undercurrent of emphasis on the strategic impor- 
tance of certain aspects of trade and national production. The armed 
services were among the organized ifiterests to which governments 
had to pay greater heed after the war. While strategic considerations 
were not absent even in the first postwar decade, they were not domi- 
nant until after the breakdown of the restored world trading system 
in the great depression of 1929—53. The major cause of the first wave 
of protectionism during the interwar years was the pressure upon 
national parliaments of those local interests which had been sheltered 
by wartime conditions and were threatened by import competition 
as soon as world trade began to revive. 

Many of the new governments in Europe were weakly organized. 
Food shortages, had made it difficult to act drastically against the great 
estates whose surpluses fed the urban populations of industrial areas. 
And when these shortages gave way to burdensome surpluses, it was 
difficult politically to refuse protection to the owners of these estates. 
The new governments were in many cases not able to organize effec- 
tive administrative services. In many European countries this admin- 

i Cf. Sir Arthur Salter, World 1 rade and Its Future, Philadelphia, University of Penn- 
sylvania, 1936, p. 39: “Each official was the prisoner of his own, national system, each item 
of which represented a protection to some home industry which was supported |>y those 
who had secured its adoption. He was responsible to ministers who were the prisoners 
of the groups of organized interests in their respective parliaments. Each national repre- 
sentative, therefore, while urging that others should change their policies, felt bound to 
defend his own and had no authority to agree to change it. The greatest of all the diffi- 
culties in these negotiation^ was not that of a real conflict between divergent national 
interests and national policies, but that there were no genuine national policies conceived 
as a whole but only a series of national systems devised^nder pressure. And neither min- 
isters nor officials were effectively masters of the national system so consttucted. Always, 
as the negotiations proceeded, one felt that the dominant consideration in the mind of 
each national representative was not a conception of his nation’s interests as a whole, 
mistaken or not, but a calculation of the pressures to which the national government 
would be subjected by organized interests in the respective parliaments." 
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istrative confusion and weakness enabled the compact vocal groups of 
interested producers to secure the protective aid which prevented the 
adaptation of national economies to the freer flow of competitive world 
trade. After 1925 there was a general tendeilfcy to remove the more 
burdensome trade restrictions such as export prohibitions and import 
licenses that had been imposed in the first postwar transition. But as 
these barriers were removed, higher tariffs were introduced to soften 
the blow to the local producers. Moreover governments everywhere 
desperately needed revenue, and tariffs on imports and in many cases 
on exports also were remunerative and easy to collect. 

The decline of faith in the competitive system was a new and im- 
portant influence on commercial policy as on all other aspects of gov- 
ernment and business policies. In lectures delivered at Oxford in 
1924 and in Berlin in 1926, J. M. Keynes gave authoritative expression 
to this growing skepticism. In tracing the origins of the laissez-faire 
philosophy and its connection with nineteenth-century economic prac- 
tice, he was at pains to discard the metaphysical principles upon which 
the almost universal faith in free competition as a regulating force 
had been grounded. Keynes’s statement is worth quoting: “Let us 
clear from the ground the metaphysical or general principles upon 
which, from time to time, laissez-faire has been founded. It is not true 
that individuals possess a prescriptive ‘natural liberty’ in their eco- 
nomic activities. There is no ‘compact’ conferring perpetual rights 
on those who Have or those who Acquire. The world is not so gov- 
erned from above that private and social interest always coincide. The 
world is not so managed here below that in practice they coincide. It 
is not a correct deduction from the Principles of Economics that en- 
lightened self-interest always operates in the public interest. Nor is it 
true that self-interest generally is enlightened; more often individuals 
acting separately to promote their own ends are too ignorant or too 
weak to attain even these. Experience does not show that individuals, 
when they make up a social unit, are always less clear-sighted than 
when they act separately.’’ * 

The conclusion of his argument was a plea for greater activity by 
government in setting thejramewwk within which private enterprise 
might operate. This plea was typical of the thought of those who sought 
to take effective action, usually by monetary policy but often by trade 
restrictions, against the unemployment that persisted even during the 

2 J. M. Keynes, The End of Laissez-Faire, London, The Hogarth Press Ltd., 1926, p. 59. 
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reconstruction boom. It became irresistible when that boom collapsed. 

Specific cases can be cited where tariff protection was advocated by 
socialist or planning groups as a necessary instrument of public con- 
trol. The German agricultural protection* for example, though to the 
advantage primarily of the great conservative landowners, was im- 
posed by governments of the left and justified as an essentially so- 
cialistic measure. In most countries it did not need parties of the left 
or of socialist convictions to introduce protective legislation on social 
grounds. In almost every country except the United States, social and 
political pressures led governments to accept the necessity of prevent- 
ing a decline in wages and therefore of national income. There was 
widespread acceptance also of the social resj:>onsibility imposed on 
governments to safeguard workers against the hardships of prolonged 
unemployment. In part tlie resistance to imports came naturally 
enough from those interests directly threatened by imports. But this 
is far from the whole story. The economic uncertainty led to a general 
feeling of apprehension and distrust of the self-regulating mechanisms 
of competition. 

In face of this combination of strategic fears, pressures of vested 
interests, administrative confusion, and loss of faith in the self- 
regulating mechanisms of free competition, the great international 
campaign for freer trade was almost entirely fruitless. The interna- 
tional gatherings which advocated freer trade, imposing and influen- 
tial as they seemed to be, were.in fact powerless. The pressures to which 
governments were responsive were not those of economic logic, but 
those of domestic politics. While an important segment of the busi- 
ness leadership of the United States was exerting its powers of persua- 
sion and influence in the biennial meetings of the International Cham- 
ber of Commerce, the sectional pressures upon Congressmen were 
building up that were to issue in the Hawley-Smoot tariff of 1930. The 
battle for freer trade was lost not on the international, but on the 
home front. 

The complete failure of the campaign for freer trade contains a les- 
son which needs to b^ emphasized and re-emphasized. That failure is 
all the more noteworthy since the League pf Nations had seemed to 
offer a new focus of action and had developed what appeared to be 
a promising technique of expert leadership. Although the United 
States was not a member of the League, many American experts had 
participated in the work of its technical committees. In the later i92o's 
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there had been a marked feeling of optimism and even of elation as 
these committees began to marshal expert leadership in a co-operative 
attack on world problems. In refugee settlement, public health, and 
the fight against the drug traffic, co-operative'^action had yielded sub- 
stantial results. The financial reconstruction of Austria and Hungary 
had been a triumph for the new methods of consultative co-operation. 
When the League officials in 1927 summoned the World Economic 
Conference in a frontal attack upon trade restrictions they realized 
that they were attacking the citadel of economic nationalism. Success 
had seemed to lie within their grasp. 

The debacle which followed so rapidly turned what had been a 
crusade into salvage operations. No action could be taken by govern- 
ments before the agricultural depression brought prices tumbling 
and soon afterward security prices followed. A tariff truce confined 
to a few western European countries was hastily patched up in March. 
1930, and existing commercial agreements were prolonged for a year. 
This was a sad retreat from the brave aspirations of 1927. Then when 
Congress passed the Hawley-Smoot tariff in the following June, it de- 
stroyed all hope of maintaining even this modest agreement. 

In the final showdown, the issue was not technical but political. It 
was not a question of technical skill or logic but of political power and 
votes. The League was built upon national sovereignty. It had no 
power save that of persuasion. Action was the prerogative of national 
governments, and each government responded to political pressures 
exerted by local lobbies. The campaign against trade barriers failed 
because the protectionists worked on the home front while the inter- 
nationalists were encouraging each other abroad. No national govern- 
ment was strong enough to resist the political pressures of the minority- 
interest groups. And thus no effective steps could be taken in any coun- 
try toward realizing the ideal of international economic co-operation 
to which all gave eloquent adherence. 

THE WEAPONS OF ECONOMIC WARFARE 

The second postwar decade was ushered in 6y the great depression 
of 1929-33. That depression wrecked the European reconstruction 
effort as completely as a hurricane passing over a temporary housing 
project erected on inadequate foundations. Out of the wreckage gov- 
ernments fashioned trade into an instrument of economic warfare. 
Once it had begun, economic warfare became its own justification. 
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The development of totalitarian autarky in the 1930*5 was made pos- 
sible by the failure of democratic governments to agree upon inter- 
national economic co-operation in the 1920*$. It is not easy to sum- 
marize the rapid and confused sequence of events that led from the 
optimistic campaign for freer trade in the 1920*$, to a scramble by 
every government to erect emergency trade barriers in the early 1930’s 
and after 1933, to the use of these emergency devices as weapons of eco- 
nomic warfare. Events in one country impinged upon those in othei 
countries. Monetary, financial, agricultural, and commercial policies 
acted and reacted one upon the other. 

However, it is clear that the agricultural crisis which had been build- 
ing up during the years 1925-29 should have received more attention. 
Even while the stream of American loans was supporting high Euro- 
pean consumption levels, surpluses of staple materials were accumulat- 
ing. Prices of these materials were maintained with difficulty by a 
gieat variety of governmental devices such as commodity pools, guar- 
anteed prices, parity prices, and export controls. Behind these as be- 
hind a dam, stocks were accumulating. Even before the break of the 
New York security market in October, 1929, Australia and Argentina 
were in difficulties with their balances of payments. As the investment 
boom in the United States spiraled upward during 1928 and 1929, it 
sucked in some of the credit that had been used to float foreign loans. 
The raw-material producing countries felt the effect of this drying-up 
of loans, even while Europe was still receiving large credits. The break 
on the New York Stock Exchange made it clear that the lending era 
had come to an end. The effect on agricultural prices was likp the 
sudden bursting of a dam. Prices tumbled precipitously and enormous 
stocks were released in markets that were already saturated. By the 
end of 1929 the agricultural price index was more than a third below 
the average level of 1923-25; by the end of 1932 it had fallen by more 
than three-fourths. 

This price decline was unprecedented in its steepness, and in its 
range. In many respects the most severe suffering was experienced by 
the efficient farmers of the New World countries who had been en- 
couraged to extend their production to feed.a hungry world at the close 
of the war. Within the United States the loss of export markets for 
many staple agricultural products — cotton, lard, and dried fruits, as 
well as wheat — contracted the national income severely and led to 
fierce competition on the local market. At the same time the manufaC’ 
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taring industries that had expanded their export outlet/ suffered a 
sharp reduction in sales both from the loss of foreign markets and 
from the abrupt decline of agricultural income within the United 
States. Unemployment in the cities kept pac^ with falling prices on 
the farms and an interaction was set up which created a deflationary 
spiral. There had been much speculation in farm lands as well as 
industrial securities. Many of the small unit banks had become in- 
volved in real estate and security loans that were frozen as values con- 
tinued to fall. These developments culminated in the bank crisis early 
in 1933. After that crisis approximately five thousand banks, mostly 
the smaller local banks in agricultural areas, failed to reopen. 

Outside the United States, all the agricultural-exporting countries 
were heavy debtors on international account. Their efforts to accumu- 
late the foreign exchange necessary to discharge their debt payments 
by exporting foodstuffs and raw materials in even larger volume 
completed the demoralization of the agricultural markets. As the 
agricultural-exporting countries strove to counteract the price fall 
by exporting more, they poured a flood of agricultural exports over 
the modest tariff barriers of the major consuming countries. Just as 
this flood was rising to its crest, the United States in 1930 passed the 
Hawley-Smoot tariff. This was the highest tariff in its history and the 
first to raise really effective barriers against agricultural imports. The 
Europiean markets were in any case the main importers of agricultural 
products, and to them the whole force of the flood was now diverted. 
They were swamped. Thus the pressure upon the agricultural- 
exporting countries to pay their debts became the proximate cause of 
the sharply increased tariffs that after 1930 followed each other in 
rapid succession in one country after another. It was also the cause of 
the introduction into many countries of import licensing and quota 
systems. 

All but the strongest of these agricultural debtor countries were 
forced in the end to suspend their overseas debt payments. Flights of 
capital set in to those countries which remained on the gold standard — 
the United States, Switzerland, the Netherlands, and France. This 
added to the strain on the balances of payments of the debtor coun- 
tries, especially after a bank panic began with the run on the Austrian 
Credit-Anstalt in May, 1931. To higher tariffs and quota systems were 
added a variety of controls over the foreign exchanges. The panic swept 
on till Britain was forced to suspend specie payments in September, 
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1931, and t\ie international gold standard collapsed. A large volume 
of credit, held on deposit and transferred from one financial center 
to another in search of security, became a major cause of the break- 
down of exchange stability in 1931. In 1932, after the British had suc- 
cessfully converted a large part of their national debt to lower in- 
terest rates and sterling appeared to be more stable, there was a large 
flow of this loose credit from New York to London. This was a major 
reason why the United States in its turn went off the gold standard in 
April, 1933. 

Far more than the mechanisms of international economic co- 
operation was involved in the collapse. With the gold standard there 
tumbled the whole financial structure of postwar reconstruction and 
the political organization that had been built upon it.® The founda- 
tions of that structure had not been solidly anchored in the realities 
of. the changed techniques of economic organization and the altered 
postwar relationships of the great trading countries. They gave way 
at the first shock of the crisis. The New York Stock Market crash had 
signaled more than the end of the new era in the United States. It 
rele.ased the forces that wrecked the whole effort to restore interna- 
tional economic activity by lending to weaker countries so that they 
might avoid the harsh necessity of paying the real costs of war. The 
flow of loans from the United States had begun to dwindle from the 
middle of 1928, and this had contributed to the strain on agricultural 
prices and on balances of payments. The decline of security values in 
1929 doubled this strain, and the collapse of currencies in the summer 
of 1931 completed the breakdown. 

During -the ensuing two years there were developed a host of emer- 
gency devices of trade regulation, import quotas, exchange control, 
and bilateral clearing systems. When the flood of agricultural exports 
began to pour over the moderate tariff barriers of the western Euro- 
pean countries, there was great pressure to devise more effective pro- 
tection for the agriculturalists of those countries. Some commodities 

were subjected to import licensing and definite limits were set to the 
• 

8 Cf. Sit Arthur Salter, op, cit., p. 35: “Then came the sudden and devastating collapse 
in the economic life of the world, in its financial systep, in parliamentary government, 
in the new structure of peaceful international relations. The world depression of 19S9; 
the financial chaos of 1931; the new dictatorship in Germany of 1933 and its profound 
repercussions elsewhere; the diminished membership and reduced authority of the 
League as disputes and menaces alienated Japan, Germany, and Italy, came in rapid 
succession; and a new race in armaments, at once a reflection and a cause of political 
tension was inaugurated with the breakdown of the Disarmament Conference.” 
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quantity that could be imported. This quantity was callea the quota 
(in French, contingent). At first the list of such goods was small and 
comprised total or global quotas, not allocated between the supplying 
countries. But in most countries it was rapidly extended and national 
quotas had to be allocated. A variant of the quota system was some- 
times introduced in the form of tariff quotas, by which a limited sup- 
ply could be imported at a low duty, after which penal duties were 
applied to any further imports. 

As it extended, this system of quantitative control became cumber- 
some and inadequate to cope with the adverse balances of payments 
of many debtor countries. Exchange control was therefore introduced 
in one country after another. In essence, a system of exchange control 
seeks first to monopolize all foreign exchange possessed by the resi- 
dents of the controlling country. To do this it must license exports and 
insist upon exporters surrendering to the monetary authorities all 
foreign exchange they receive. It must try to prevent the illegal export 
of goods, securities, or other assets that can be sold abroad. It must also 
prevent the withdrawal of foreign balances from the country. Much 
ingenuity was displayed in the 1930's in the devising of means to get 
assets of one kind or another out of the countries which had imposed 
exchange control. 

The foreign exchange which was gathered in was allocated for use 
abroad according to priorities determined by the monetary authority, 
usually for government purchases, debt payments, and authorized 
imports. The power to allocate means of payment gave the authorities 
a potent control over imports. Thus exchange control in most coun- 
tries quickly came to be a more important instrument of trade regula- 
tion than quota restrictions on particular imports. The control of 
imports either by quotas or by exchange control is a two-edged device. 
A country can cut down its imports, but it cannot force its exports 
on other countries. 

Economists have endeavored to analyze the economic effects as well 
as the incidence of import quotas aind exchange controls. The differ- 
ence between them and tariffs is that they opeiftte directly to restrict 
the supply offered in a particular national market. An import duty 
operates upon the price of the taxed commodity. It is imposed at a 
sensitive point in the price mechanism, whence its effects are readily 
diffused over all the factors of demand and supply. If the tariff is high 
enough, it shuts out imports as effectively as any quota. However, cir- 
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cumstances^may exist which allow the imports to continue, since the 
effect of the tariff is borne by the foreign exporter, or can be passed 
on by the immediate consumer. But a quota directly limits the per- 
missible imports. No matter how prices are affected, imports cannot 
enter beyond it. 

To trace the very wide variety of these price effects, according to 
the different circumstances of particular commodities, offers scope for 
much ingenuity of theoretical reasoning. Some commodities have a 
high elasticity of demand — a slight rise of price will cause a great fall 
in demand. For others the demand is less elastic. On the supply side 
there is the same variation. A slight rise of price may call forth a 
greatly increased supply, or it may call forth very little increase. These 
relative elasticities of demand and of supply for different commodities 
in the markets, divided as a result of the imposition of quotas, often 
give rise to peculiar results. Such analyses, while interesting in theory, 
do not usually take account of the most important characteristic of 
these new quantitative trade restrictions, namely, their flexibility and 
frequent changes. Tariff duties were as a rule stable over reasonably 
long periods of time. But quotas and exchange control allocations are 
temporary by their very nature and changeable by administrative dis- 
cretion. 

The new devices were introduced mainly for this reason. The case 
is very clear in regard to France which relied heavily upon import 
quotas while resisting exchange control. Even if the French tariff had 
not been bound by commercial treaties, it would have been difficult 
in 1931 and 1932 to raise duties to the levels necessary to check the 
flood of imports then pouring into French ports. Definite limits on the 
quantity of goods to be admitted seemed the only possible course of 
action. At first it was not easy to improvise the administration of 
quotas. How was the permissible total to be distributed among the 
various ports, among the various supplying countries, among various 
merchants in different parts of the country? How was it to be distrib- 
uted over periods of time? Answets to such questions were found in 
due course. They all gave added power to the administrators. The dif- 
ficulty of finding solutions that would be acceptable to all parties and 
yet limit imports sufficiently, led in many cases to provisional quotas 
renewed at short periods. Thus trade became much more dependent 
on arbitrary administrative decisions. 
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When Britain went off the gold standard in September, /i 931, there 
was great confusion in the foreign exchange markets. London had 
never lost its predominance as a clearing center. International obliga- 
tions were still settled mainly in sterling. This^ was particularly true of 
balances due in respect to commodity trade, since London was still a 
great trader and provided the short-term funds to finance a large 
proportion of world trade. Then suddenly the value of sterling depre- 
ciated. Foreign banks which had left part of their reserves in Ljondon 
for clearing purposes found the value of these reserves reduced and 
uncertain. In consequence a sort of paralysis descended on the financ- 
ing and clearing of world trade. Even neighboring countries had been 
used to squaring their accounts through London, and had no other 
facilities for settling their international balances. 

It was for this reason that the Swiss and the Austrians devised the 
first bilateral clearing agreement in November, 1931. This arrange- 
ment contemplated the collection in Swiss francs by the Swiss national 
bank of the payments made by Swiss importers for Austrian goods 
while across the border the Austrian national bank collected in Aus- 
trian crowns the payments due from Austrian importers for Swiss 
goods. The reverse payments to Swiss and Austrian exporters were 
made out of the national currencies collected. This simple de- 
vice enabled some trade to continue. But it had the obvious defect 
that it required imports and exports to be balanced between pairs 
of countries. Thereby it reinforced the trend to bilateralism in 
trade. 

There were some who hailed these cumbersome bilateral clearing 
arrangements as a brilliant new invention superior to the barbaric gold 
standard. In fact, the clearing of payments while the international 
gold standard was in operation had been a far superior offsetting or 
bookkeeping process. It was multilateral, flexible, and unofficial, and 
its bookkeeping was only remotely connected with actual transfers of 
gold. By contrast the systems of bilateral exchange clearing were very 
restrictive and clumsy. In due course skillful administrators were able 
to streamline them into reasonably effective methods of international 
payments, but they were far from being reasonable or effective at first. 
At the same time these monetary controls, necessary as they were to 
enable trade to continue at all in the chaotic price and exchange 
fluctuations consequent upon the breakdown of the gold standards 
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inevitably Increased the power of the officials who were responsible 
foi the allocation of foreign exchange. Imports were arranged not 
from the countries where prices were lowest, but from those where 
funds had been accumulated from exports. 

These devices of import quotas, exchange control, and bilateral 
clearing were all introduced as emergency devices, and not as a per- 
manent system. Throughout the crisis of 1929-31, governments and 
central banks had striven to prop up the weak spots in the world trad- 
ing and financial structure and to prevent the final collapse of multi- 
lateral trade. The Bank for International Settlements which had been 
created in 1924 in pursuance of the Dawes agreement on reparation 
payments was active in promoting co-operation between central banks, 
but its powers and functions were limited. Like the League, it might 
in time have accumulated prestige and power. But the panic that 
swept over Europe in 1931 was beyond its infant capacity. The Bank 
of England and the Bank of France lent on short-term to central and 
eastern Europe, though the French authorities had made it abundantly 
clear that they believed Germany guilty of preparing a fraudulent 
bankruptcy, and French short-term capital imports which had to be 
offset by gold exports from debtor countries were among the chief 
disequilibrating factors in the crisis. There was much co-operation 
also from the commercial banks in New York. But the official attitude 
of the United States was still antagonistic to co-operative action. The 
United States Treasury maintained a sharp distinction between war 
debts and reparation payments, and the provincial outlook of Con- 
gress was dramatically demonstrated by the passing of the Hawley- 
Smoot tariff in the middle of the depression. 

In these circumstances President Hoover’s action in proposing a 
moratorium on war debts and reparation payments was courageous. 
The Austrian Credit-Anstalt’s difficulties had been made public in 
May, 1931. It was known that many of the German banks had made 
advances in Austria and other southeastern European countries and 
that these advances had been frozen as a result of the banking panic 
which had started in Vienna. The panic spread to the German banks 
in June, and it was at this moment that President Hoover made his 
proposal on June 23, 1931. There was delay before the French govern- 
ment agreed to accept the moratorium, but early in July it Vent into 
effect. It helped ease tension somewhat, but it did not stop the run on 
the German banks, nor the extension of the panic to London. The 
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THE CONTRACTING SPIRAL OF WORLD TRADE 

Read clockwise, this chart indicates how from 1929 into 1933 the value 
of world trade in each month was less than that in the same month of the 
year preceding. 

Source; Reproduced from League of Nations, World Economic Survey, tyyt-y, Geneva, 
‘9S8. p. 8. , 


495 


496 THE COMMERCE OF NATIQNS 

V. 

crisis was imi caused by reparation payments or war debts and could 
not be cured by their suspension/ 

Negotiations went on. Representatives of the British, American, 
and other creditor banks came to an agreement with the German banks 
to fund the short-term advances that had been extended in the emer- 
gency. The German government and people, faced with the discon- 
tinuance of foreign loans, carried through a great effort of deflation 
and converted an import deficit into a substantial export surplus. 
Meantime the preliminary soundings in regard to more fundamental 
political agreements went well enough to enable a conference to be 
called at Lausanne for July, 1932. Britain, freed from her overvalued 
exchange rate, was beginning to recover something of her former finan- 
cial strength. A vast conversion of a large part of her public debt — 
the greatest conversion operation ever undertaken — was proceeding 
satisfactorily. The liquidity necessary for this conversion had been 
achieved by the ban on loans to non-British countries, and by a tem- 
porary banking up of funds at a time of slack domestic investment. The 
burden of reparation payments from Germany had previously been 
reduced by the Dawes plan (1924) and the Young plan (1929). It was 
significant that both of these attempts to settle the reparation issues 
had been worked out by conferences presided over by American busi- 
nessmen — General Charles G. Dawes and Mr. Owen D. Young. Britain 
and France had always tried to link their receipts from German repara- 
tion payments with their payments to the United States on account of 
war debt although Congress had steadfastly refused to accept any con- 
nection between these transactions. However, in 1932 it seemed to 
many European leaders, particularly to Mr. Ramsay MacDonald and 
to M. Edouard Herriot, the Prime Ministers of Britain and France, 
that the time was opportune to attempt a third, and final, settlement 
of war debt and reparation claims. The Lausanne conference was 
called for this purpose. The United States, however, refused to be a 
party to the Lausanne conference. Officially it maintained and still 

♦ The present author went to Geneva in Septeml)er, 1931, to write the first fVortd Eco- 
nomic Survey, Jpji-a for th^ League of Nations. His first impression of the effect of the 
Austrian crisis as recorded (pp. 72-73) was amply borne out by later events: “A crack had 
developed in the carefully constructed and patched facade of international finance and, 
through that crack, already timid investots and depositors caught glimpses of a iveak 
and over burdened structure. It was not only a bank that threatened to collapse, but 
the whole system of over-extended financial commitments which was the worst legacy of 
the war and of subsequent credit expansion." 



ECONOiViJC WAl lONAySM BETWEEN THE VjARS 497 

inaintains that war debt and reparation transactions must be con- 
sidered separately. 

The Lausanne conference did not indulge in the usual array of 
formal sessions breaking up into committees find sub-committees. It 
was conducted as a negotiating conference with visits between the 
heads of national delegations. What emerged was an agreement to 
which the French assented, that reparation payments should in fact 
cease. The basis upon which this reparation agreement was reached 
cannot be known until documents still held secret are revealed. No 
mention w?is made of war debts, but there were rumors that the 
United States might modify its attitude when a great conference met 
later to consider world economic co-operation. A temporary arrange- 
ment was in fact reached regarding the service of these debts — the 
last token payments ever to be made on these obligations were made 
just after the Lausanne conference. 

It cannot be said that the Lausanne conference failed. It put an 
effective end to German reparation payments. One consequence of 
this, rightly or wrongly, was that after some further token payments 
Britain, France, and all the other European countries which owed 
war debts to the United States, with the sole exception of Finland, 
defaulted. The main achievement at Lausanne was the decision, in 
which the United States later concurred, to call a Monetary and Eco- 
nomic Conference. Preliminary meetings of experts, in which ofhcial 
representatives of the United States participated, were held at Geneva 
in November,'^ 1932 and January, 1933. An annotated agenda was 
drawn up and the calling of the conference was left in the hands of the 
British Prime Minister, Mr. Ramsay MacDonald. This conference in 
the summer of 1933 proved to be the last attempt to bring interna- 
tional order out of the fast developing nationalistic chaos. 

THE ANARCHY OF NATIONALISM 

In the 1930’s there was fashioned out of the ruins of international 
co-operation a more systematic economic nationalism than the mer- 
cantilists of the seventeenth and eighteenth centuries had ever been 
able to achieve. At the outset it was not a deliberate creation. In the 
early stages of the depression great efforts had been made to save as 
much as possible from the wreck — efforts which culminated in the 
calling of the Monetary and Economic Conference at London in the 
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summer of \ 933. After the breakdown of this conference most goverd- 
ments concentrated upon attempts to work out by national action 
means to insulate their peoples from the swirling panic which still 
lashed the international markets. Early in 1934, however, a new and 
formidable development became apparent in the German organiza- 
tion of commercial policy as an instrument of national power under 
the Nazi regime. 

A knowledge of the political background is essential to an under- 
standing of the failure of this London conference. On the initiative 
of the Canadian government, a British Commonwealth conference 
had met at Ottawa in July and August. 1932, immediately following 
the Lausanne conference. Great Britain had abandoned its free-trade 
policy by passing emergency customs legislation in the latter part of 

1931 and consolidating this legislation in the Import Duties Act passed 
early in 1932. This historic reversal of British commercial policy not 
only transformed the British revenue tariff into a full-fledged pro- 
tective system, it also re-introduced into it the principle of imperial 
preference. The Dominions had long since imposed higher duties on 
foreign than on British goods — Canada since 1898. Now the United 
Kingdom reciprocated. At the Ottawa conference in the summer of 

1932 a series of reciprocal preferential treaties was negotiated between 
the different member states of the Commonwealth. Moreover, the de- 
pendent colonies were committed by Great Britain to the preferential 
system. This decision was greatly resented by Japan which had been 
a large exporter to the British colonial areas. 

The decisions of the Ottawa conference were defended particularly 
by Mr. Neville Chamberlain, the Chancellor of the Exchequer, as a 
necessary prelude to the Monetary and Economic Conference held at 
London in June, 1933. The argument was that the conference would 
stimulate freer trade within the sterling area. In fact, however, it pre- 
pared an alternative to multilateral trade by organizing the nucleus of 
a regional trading area. This became evident in 1933 and 1934 when 
the British government proceeded to negotiate a series of bilateral 
trade treaties with Denmark, Argentina, Norway, Iceland, Sweden, 
Latvia, Estonia, Finland, and the U.S.S.R.rAIl of these treaties were of 
the same general pattern. Tariff and quota facilities for British goods, 
supplemented by agreements to purchase definite quantities of particU’ 
far products, were reciprocated by agreed import quotas and the 
promise of stability of duties and quous. Britain was using its import 



ECONOMIC I^ATIONALISIA BETWEEN THE WARS 499 

market to negotiate an area of assured exports. The so-caned sterling 
area so created was ill-defined. There was a solid nucleus of the British 
dominions and colonies — except Canada. After exchange control was 
introduced in 1939, these British countries pooled their exchange re- 
serves. But there was also a considerable area outside the British Em- 
pire to which the British market was of dominating importance. 

Two other historical facts need to be recalled briefly. Early in 1933 
the National Socialist (Nazi) party attained power in Germany in a 
coalition with the Nationalists led by Herr Hugenberg. The control 
of the Reichsbank and with it of German internal and external eco- 
nomic policy passed irito the hands of D'r. Hjalmar Schacht. When the 
L(mdon conference assembled in June, 1933. Herr Hugenberg and 
Herr Schacht sat as the representatives of Germany. In Berlin Herr 
Hitler was preparing the ground for his assumption of totalitarian 
power. 

In November, 1932, the presidential campaign had seen the election 
of Mr. Roosevelt. The intervening months before the new administra- 
tion took office in March, 1933, saw a notable deterioration of the 
economic situation in the United States, It culminated in the banking 
crisis of February-March. There was a lack of liaison between the out- 
going and incoming administrations. When the Roosevelt administra- 
tion finally took over it was preoccupied with domestic questions. The 
new Secretary of State, Cordell Hull, had definite views as to the im- 
portance of the London conference, which he attended in person as 
chief of the United States delegation. Nonetheless the American posi- 
tion was not prepared in advance except that Mr. Hull brought strong 
views as to the necessity of getting rid of the obstacles that were throt- 
tling world trade. 

In late 1932 and early 1933 there had been a considerable movement 
of capital from New York, causing a heavy drain on the gold re- 
serves at a time of acute depression. The prospect of a further gold 
outflow led President Roosevelt to abandon the gold parity of the 
dollar in April, 1933, just at the moment when Mr. Ramsay Mac- 
Donald was crossing the Atlantic to consult hAn about the date for 
convening the London conference. Though the agenda for the con- 
ference which had been drawn up in January was postulated upon a 
stable dollar at the old gold parity, the date of meeting was set for 
June 12, 1933, without any attempt to revise the agenda or to work 
out a new basis of agreement among the great trading nations. Mean- 
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time the d)imestic policies of the Roosevelt administration were di- 
rected toward public expenditures and monetary experiments de- 
signed to raise the price level and to stimulate recovery. In order to 
safeguard these experiments against the risk of gold being drained 
out of the currency reserves, the administration was reluctant to agree 
to any proposals for stabilization of the gold value of the dollar. 

The London conference met therefore upon an agenda which had 
never been revised to take account of intervening events. The basic 
reason for its complete failure was that there was no readiness in any 
country to take the necessary steps to stabilize currencies, reduce tariffs, 
and get rid of the quantitative restrictions on world trade. It is true 
that the basic issues of the conference were never very clear. Currency 
rather than trade policy occupied the center of discussion. There was 
no longer the widespread belief in the gold standard that had made 
agreement on currency questions relatively easy at earlier conferences. 
®y *933 disagreement on currency policy was so marked that the more 
profound underlying conflicts on commercial policy never came into 
the open. France, Italy, Poland, and other members of the so-called 
gold bloc stood firm for a reversion to the traditional gold standard. 
At the other extreme the United States administration was experi- 
menting with attempts to raise prices by daily raising the price at 
which the Treasury would buy gold. 

It has sometimes been argued that the conference should never have 
met when it did. The political circumstances, it may be agreed, were 
unpropitious, and the confusion and cross-purposes within the United 
States delegation and between it and the administration at Washington 
paralyzed its great potentialities for the leadership which the confer- 
ence so badly needed. But the political circumstances were not likely 
to improve. Hitler was already in power. The conference was perhaps 
called too late, in a sense more final than that in which all the interwar 
conferences were too late. Even at this eleventh hour the conference 
might have reached an understanding, at least among the American. 
British and western European peoples, if there had been a clearer 
realization of the international dangers ahead and if a more realistic 
search had been made for a prior basis of ^igreement on currency and 
trading policies. 

A basis for currency stabilization might have been reached if the 
continental adherents of the gold standard had been less dogmatic in 
their orthodoxy, if the American delegates had had any forewarning of 
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the lighthearted way in which their proposals would be ylcrapped in 
the presumed interest of an experimental domestic program, and if the 
British had displayed greater initiative or leadership in seeking a prac- 
tical solution. While the overt disagreements'^at the conference were 
largely on matters of monetary theory, the real disagreements lay 
deeper. They were rooted in the domestic pressures on governments. 
In the United States the priority of these domestic considerations led 
to President Roosevelt’s telegram which destroyed the last hope of 
agreement upon currency stabilization and so killed the conference. 
The depreciation of sterling, plus the protective tariff and imperial 
preferences which Mr. Chamberlain had achieved at Ottawa in filial 
piety, had placed Britain temporarily in a favorable bargaining posi- 
tion. In France, and the other countries of the gold bloc, monetary pol- 
icy was primarily the concern of conservative investment groups. 

The primacy of these factional and local interests was to the Rus- 
sians merely a further manifestation of the Marxian doctrine that 
states are governed in the immediate interest of their ruling classes. 
Herr Hitler drew from this clash of interests the correct deduction that 
a determined nationalist drive in the economic sphere would en- 
counter no serious challenge. The thorough technicians of Germany 
did the rest. Once the order was given and the goal was set, there were 
competent, even brilliant, craftsmen available to work out the details. 
It was less than a year before the master plan of a new German trading 
system was ready to be launched. This system was centered on Berlin 
and aimed at the triple purpose of equipping and rearming a militant 
Germany, extending its power and influence in strategic areas, and 
weakening the British power in Europe. 

These German developments reveal one of the major difficulties in 
constructing a trading system to operate in a world where national 
governments exercise so much influence on economic activity. In the 
nineteenth century a private enterprise system developed and was 
able to operate through competitive world markets. Even then the 
conduct of trade carried with it latent elements of power. A small and 
poor country trading with a great creditor couiftry whose market was 
all-important for its expqrts found its autonomy limited in respect 
to monetary and trade policy. The great importing country might not 
press its political advantage. But the weaker country felt insecure. The 
United States today does not intervene officially in the political ar- 
rangements of its good neighbors to the south. But one does not need 
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to travel far to discover that the sheer size of the Colossus of the 
North is a matter of concern to those good neighbors. 

When failure was admitted at the London conference in 1933, 
every nation tried to safeguard its own economic stability and its own 
strategic security. The United States was the strongest world power, 
hardly conscious of that strength or of its responsibilities, but confident 
of its own self-sufficiency. Britain had finally rejected free trade and 
was busily engaged in building up a system of preferential trade within 
the commonwealth and empire and in negotiating bilateral arrange- 
ments with its chief customers and clients. The countries of the gold 
bloc led by France fought a losing battle to maintain their currency 
parities and the value of the investments contracted in them. The 
U.S.S.R. was not a great factor in world trade. But Germany in the 
West and Japan in the East embarked upon trading drives directed 
primarily toward neighboring areas of strategic importance to them. 
Here they pursued by economic means the objectives which Italy pur- 
sued in Ethiopia and Spain by direct military intervention. 

This development of trading blocs led by great powers was the most 
significant economic development of the years immediately preced- 
ing the second World War. As always the breakdown of international 
law and economic order gave opportunity to the ruthless rather than 
to the strong. With all its defects the international gold standard sys- 
tem had been a system of world law and order. When it collapsed those 
states which followed by aggressive totalitarian methods what they 
conceived to be their own national interests could count upon the con- 
fused acquiescence of all but their prospective victims, and of influ- 
ential segments of public opinion even among them.*The story of the 
German drive in Europe and the Japanese drive in China is a story of 
a struggle for markets turning into a conscious and deliberate organiza- 
tion of trade as a preparation for conquest.® 

A The elements of this organization have been put into systematic form by Albert O. 
Hirschrnan. National Power and the Structure of Foreign Trade, Berkeley, 1945, pp- 
34-35. Summarized, the schematic tabulation of the principles of a power policy in 
* foreign trade is: 

1 . Supply Effect * 

A. Concentration on strategic imports 

B. Accumulation of strategic stockpiles 

C. Redirection of trade to friendly or subject nations 

D. Saving of trade routes against blockade 
II. Influence Effect 

A. 1. Increase the partner’s gain from trade 

2. Increase the partner’s adjustment difficulties 
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Preoccupied with their own domestic affairs, or with th^ organiza- 
tion of their own special trading areas, the democratic countries did 
not take effective steps to check the totalitarian policies of economic 
preparedness. Though the United States in Jtine, 1934, passed the 
Reciprocal Trade Agreements Act designed to negotiate reductions 
in tariff barriers, the use made of this Act was not an effective counter- 
poise to the totalitarian trading drives. The very great potentialities of 
the method of bilateral negotiation to achieve an expansion of multi- 
lateral trade were demonstrated in a series of agreements with Latin 
America and some of the smaller western European countries. But 
the great proportion of world trade conducted by the sterling area 
made it necessary to reach agreement with Britain if world trade was to 
be restored. No such agreement could be reached till 1938. By this time 
it was too late, even if the agreement had been more far-reaching than 
it actually was. Failure to reach an understanding with the United 
States was part of the price paid by Britain for the Chamberlain pro- 
tective and preferential policies. The Reciprocal Trade Agreement 
Act remains one of the most important instruments of economic policy 
at the disposal of the United States. It is the chief symbol of its policy of 
international co-operation in postwar reconstruction. 

The only other significant approach toward a common front against 
totalitarian economic aggression was the cautious and belated Tri- 
partite Declaration of September, 1936. Thereby the United States, 
Britain, and France simultaneously stated their intention to maintain 
exchange stability. This was a device by which it was made to seem 
respectable for France and its partners in the gold bloc to devalue 
their currencies to the level at which the dollar and sterling had 
settled — the old exchange parity but at lower values in terms of gold. 
It was hoped that France might thus escape from the continuous de- 
flationary pressure on her economy, but the relief was only temporary. 
The political divisions in France, exacerbated by foreign propaganda 
and hfth-column activity, had gone too deep and had virtually para- 
lyzed economic co-operation between management and labor. Fur- 
ther flights of capital and depreciations of the tranc occurred with 
little real economic recovery. The outbreak of war in 1939 found 

5. Create vested interests within partner country 
B. 1. Trade with smaller countries 

2. Import so as to make these countries dependent 
5. Export highly differentiated monopolistic goods 
4. Develop transit trade 
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France virl rally unarmed, by modern standards, and a prisoner of the 
Maginot mentality. The German techniques employed in their to- 
talitarian drive on the economic front of war preparedness will be 
studied in war colleges for generations to come. But they have little 
relevance to any attempt to reconstruct a world trading system. While 
trade and investment conducted systematically by state regulation to 
maximize military power, by profitable means if possible but at a 
loss if necessary, are essential elements of economic nationalism, they 
constitute the complete negation of peaceful international economic 
co-operation. 

Thus the decade preceding the second World War was one of eco- 
nomic breakdown and economic warfare. It is unfortunate that so 
much current economic analysis is postulated upon this pathological 
experience. The thirties was an abnormal, feverish decade in the 
course of which economic nationalism was rationalized. Because part 
of the program of war preparation was the utilization of resources 
and manpower, the militarists laid much stress on their ability to 
solve the problem of unemployment that had baffled the free econo- 
mies. Too many economists were deluded into a scientific examina- 
tion of their devices and techniques which were merely incidental to 
a strategic plan, which in turn was incompatible with either political 
liberty or free economic enterprise. 

THE GILT-EDGED STANDARD 

Of all the economic changes wrought by the war of 1914-18, the 
most profound was the subtle transformation of the monetary systems 
of the world. When the war ended there was virtually unanimous 
agreement among the experts that the international gold standard 
should be quickly restored. It was realized by some that concerted and 
speedy action was called for and that exchange rates should be ad- 
justed to the shifts in purchasing power parities of the national cur- 
rencies as reflected in price levels. More orthodox banking views, par- 
ticularly in London, were reflected in the report of the committee 
presided over by Lord Cunliffe, then the Governor of the Bank of 
England, which in 1918 recommended unilateral return to gold at 
the prewar parity. There was no machinery readily available for inter- 
national action. At the moment the inflationary dangers inherent in 
unstable paper currencies loomed greater than the need for inter- 
national exchange stability. So great was the faith in gold, and so ini- 
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pressive were the examples at ^and of uncontrolled legation that 
national governments were more concerned to stabilize their curren- 
cies in terms of gold than to restore exchange equilibrium. 

When the war ended in 1918, only the United States, and some of 
the European neutrals — the Netherlands, Sweden, and Switzerland — 
remained nominally on the gold standard. The history of the return 
to gold by one country after another in the years 1922-29 is long and 
involved. It is noteworthy that the countries which had suffered most 
from inflation were among the first to return to gold — Austria in 1922, 
Germany in 1923, and Hungary in 1924. Economists might plead for 
a general stabilization, in wliich the relations of prices in various 
countries might be taken into account in fixing the new exchange rates. 
The British authorities could wait till April, 1925, watching the move- 
ments of prices in the United States, before returning to the gold 
standard. But there was no confidence in credit issues or paper money 
in the countries that had gone through hyperinflation. A return to 
gold at almost any level seemed prefejable to the dangers of further 
inflation. When Britain stabilized in April, 1925, all the countries in 
the British trading area followed suit. By common consent the restora- 
tion of the international gold standard was dated from this time. 
There were still important trading countries outside the newly re- 
stored area of exchange stability based on gold. One by one they too 
returned to gold, until by the end of 1928, the only important trading 
countries where currencies had not been stabilized on a gold basis, 
were Spain, Portugal, and Japan. 

What had happened is most accurately described as a return to the 
gold basis for national currencies in the belief that, as before 1914, 
this would ensure exchange stability. No more striking illustration 
could be asked of the way in which symbols operate in public policy 
even after they have lost their essential validity. What was restored 
was the legal form of the gold standard. Those who could see beyond 
the symbols knew, that the restored gold standard was a facade. They 
knew that the popular faith in gold as an assurance of both price and 
exchange stability rested upon an illusion reflecting prewar condi- 
tions that no longer existed. 

In addition to the structural distortion and impoverishment of na- 
tional economies which varied so greatly, there were differing degrees 
pf inflation and of political stability in the countries returning to 
gold. Currency stabilization was a sovereign act, taken at the time 
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and at the \:xchange level chosen by* each nation. It is true that there 
was consultation among governments and central banks. There were a 
series o£ international conferences also among which that at Genoa 
(1922) was particularly concerned with currency questions. Never- 
theless, the very fact that countries stabilized one after another meant 
that each successive stabilization was bound to disturb the earlier 
rates. Each country returned to gold at its own level. 

Traditional banking beliefs and practices, rather than economic 
analysis, were the determining factors.® There was little statistical 
information at that time to work upon in calculating the balances of 
payments. The Economic Intelligence Service of the League of Na- 
tions gradually built up a substantial body of information in this field, 
but in the period of stabilization such information was scanty. The 
results were unfortunate particularly in the case of the British, who 
chose the pre-i9i4 parity for sterling. This proved too high to enable 
exporters to compete in foreign markets at the prevailing price level. 
The E'rench, on the other hand, chose a low parity for the franc and 
so were able to allow prices to rise while the balance of payments 
remained favorable. In any case such statistical information, mainly 
in regard to price levels, as was available at the time of the first sta- 
bilizations was apt to be misleading. International trading competition 
had not been restored and thus there was little possibility of testing 
the workability of the exchange rates. 

Moreover some of the most troublesome aspects of the international 
balancing of payments — the unilateral transfers on account of war 
debts and reparation payments — did not become an actual burden 
upon the international accounts until after stabilization of the main 
currencies. The German reparation payments were fixed as part of 
the currency stabilization worked out by the Dawes Committee in 
1924. The British war loan payments to the United States were agreed 
upon in June, 1923. By 1926 a network of agreements with the United 
States, with Britain, and with France in regard to war debt and repa- 
ration payments was completed. Payments on account of these settle- 
« 

• C£. William Adams Brown, Jr., op. ciu, Vol, I, p. 178: “The (British) will to maintain 
parity, or i£ forced to depart from it, to return to it, wac the outgrowth of banking tradi- 
tion, rather than of political expediency or of economic analysis. It may be thought of 
as the practical application on a grand scale of a deeply ingrained code of banking 
ethics. In this sense, it may be said that it was based fundamentally on moral considera- 
tions, combined with faith in the mechanisms of the pre-war gold standard based upon 
long experience,** 
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mcnts were troublesome during the years of stabilization, si'he special 
pleading of Dr. Schacht blaming all Germany's difficulties upon them, 
rather than upon the war and postwar financial policies of Germany 
itself, is untenable. Both war debt and reparation payments were in 
fact paid only as long as the United States provided loans with which 
to balance the external payments of the debtors. 

Throughout the stabilization period fears were expressed of a 
shortage of gold. Prices were high and the amounts of gold called for 
to support the credit superstructure necessary to maintain these'^price 
levels were greater than before the war. As the stabilization proceeded, 
one country after another adopted systems of note issue and of credit 
regulation that immobilized substantial amounts of gold to maintain 
the required reserve ratios. The inauguration in 1913 of the Federal 
Reserve System in the United States had begun this process. As new 
central banks were created in Europe after 1918, it was widely ex- 
tended. Commercial banks did something to ease the strain on gold 
supplies by lowering their cash ratios. But this development weakened 
the control of the central banks over monetary policy and impaired the 
efficiency of the restored international gold standard. The increased 
importance of the commercial banks made for monetary nationalism 
especially since the distinction between deposit and investment bank- 
ing became increasingly blurred even in Britain. Heavy tax rates made 
it profitable to finance industrial expansion out of bank loans rather 
than by floating new share capital. A central bank, therefore, had to 
proceed with caution before taking steps to correct a threatened dis- 
equilibrium in the balance of payments by raising interest rates.*^ 

Before the sharp decline of prices in 1929, this fear of a gold shortage 
was not unfounded. Following the Napoleonic Wars and the Franco- 
Prussian War in 1870, a scramble for gold to reconstitute both cir- 
culating media and bank reserves had led, in these periods of increas- 
ing production, to long spells of falling prices punctuated by severe 
financial crises. World production of gold did not increase but after 
falling during the period of the first World War, remained stationary 
because of the high level of costs. The warning issued at the Genoa 
Conference (1922) that it was necessary to practice economy in the use 

7 Cl. William Adams Brown. Jr., op. cit., Vol. I. p. 198: "The assent and cooperation 
of the joint-stock banks were becoming more than ever essential to the success of any 
credit control policy. The pre-war method of control indirectly through the short-term 
market had to be supplemented by a larger measure of direct agreement l^etween the 
great commercial banks, the government, and the Bank of England.’' 
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of gold forestalled any attempt to coin gold for circulation. At the 
same time encouragement was given to the practice of holding sub* 
stantial proportions of the central bank reserves in the form of foreign 
exchange balances. The situation changed abruptly after the fall in 
prices at the end of 1929 and after the collapse of the restored gold 
standard in September, 1931 . Not only were the existing stocks of gold 
then revalped at depreciated currency levels, but the world produc* 
tion of gold increased sharply as its price in the new currencies 
jumped. And this increased price tempted a great volume of gold 
out of the hoards of the Asiatic countries. 

It is important, therefore, to realize that the nineteenth-century 
form of the gold standard was restored in only a few of the major 
trading countries. Most of the European countries, and practically 
all of the countries outside Europe and the United States, held part 
or all of the reserves of their monetary systems in the form of short- 
term deposits abroad mainly in London and New York. This was an 
extension to European practice of the gold-exchange standard which 
had formerly been confined to colonial countries and not a restora- 
tion of the international gold standard. It imposed a tremendous re- 
sponsibility upon London, and in less degree upon New York.® Until 
1929 the price levels of most European countries had to be sustained 
by a great flow of loans which kept their balances of payments in 
equilibrium without the necessity of exporting heavily to pay for 
their reconstruction imports. 

The whole intricate attempt to restore and maintain the inter- 
national gold standard after 1925 has been described as “pegging 
operations on a vast scale.** ® It was essentially inflationary in its 
effects. In 1931 the Macmillan Committee was to emphasize the risks 
involved in Britain by the accumulation of foreign short-term deposits 
and foreign holdings of treasury bills. The risk became actual in the 
summer of 1931 when the sudden withdrawal of foreign-owned assets 
forced Britain off the gold standard. Then some countries, such as 
Czechoslovakia, Greece, and the Netherlands, which through loyalty 
or underestimation of the crisis had failed to withdraw their claims 
on London, suffered heavy loss of their mopetary reserves when ster- 
ling depreciated. The Bank of England had constantly urged that 
short-term balances be kept in London to facilitate the clearing of 

9 For the origins of the gold-exchange standard, see above, pp. 397-98. 

» William Adams Brown, Jr., op. cit., p. 805. 
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iruemational payments. In ig$( these balances were caught in the 
depreciation of sterling. 

The preceding argument can be summed iip in the statement that, 
one by one, most of the countries which pegged their currencies on 
gold did so by pegging their exchange rates either on London or on 
New York and by maintaining in those centers deposits or gilt-edged 
security holdings, in supplement of their gold reserves. In this manner 
there was a considerable double-counting of gold reserves, upon which 
were maintained a volume of credit and national price levels that 
avoided the necessity of readjustment to the jx>stwar pattern of world 
specialization. The expansion of credit was greater than the growth 
of industry, real savings were less than real investment, and bank 
liabilities grew faster than bank capital. This whole inflationary struc- 
ture was built upon international lending. This came from London 
in a measure wliich strained the British monetary reserves, and from 
New York in a measure which depended upon low interest rates and 
this in turn fostered a speculative security boom. 

The hollowness of this facade began to be revealed in 1926-27 
when France, approaching the stabilization of the franc at a low level, 
acted upon gold standard principles by turning its excessive holdings 
of foreign exchange into gold on the London market. By the test of 
prewar practice the French authorities were following orthodox pro- 
cedure, but their gold purchases imposed a strain upon the London 
market. The Bank of England felt unable to react in the orthodox 
way by raising its discount rate to protect its gold reserve. By selling 
securities it did something to tighten credit so as to reduce the credit 
superstructure to a level commensurate with the inadequate gold 
reserve. But its powers in this direction were limited by the need of 
the Treasury to sell its bills and to keep interest rates low so as not to 
increase the budgetary burden represented by interest on a large 
amount of unfunded debt. The British commercial banks were so 
immobilized by their industrial advances that they could not tighten 
their lending without causing a severe contraction of industry which 
might have forced Britain off the gold standarSi. 

The purchase of gold by the Bank of France was directed not so 
much against London as against Berlin. It was intended to force the 
Bank of England to bring pressure upon the Reichsbank to put a 
stop to the speculative operations by which Germans were building 
up balances abroad while borrowing in London and New York. The 
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French viei' was emphatic. It was that Berlin was reluctant to take 
over the foreign assets held by German citizens in order to place itself 
in a position to make reparation payments, because the German au- 
thorities were preparing to argue that these reparation payments 
should be reduced. The French insisted that the Reichsbank ought 
to raise its discount rate and thus recall these funds. But the British 
were reluctant to bring pressure on the Reichsbank because they 
feared it would check the economic recovery in Germany and in 
Europe as a whole. 

The fact was that neither London nor Berlin was in a position to 
operate the gold standard along prewar lines. The French were theo- 
retically and technically correct in their procedures. But their per- 
sistence would have brought about the collapse of the precarious in- 
ternational equilibrium in 1927, if the Federal Reserve System had 
not given it a further two years’ lease on life by the decision in June, 
1927, to lower discount rates. London was saved by this decision and 
could go on with its plans for European lending. The European coun- 
tries, and Germany in particular, could borrow further and in greater 
amounts, in New York. Meantime France bought gold in New York 
rather than in London. 

The elements of unreality in the British situation were clearly re- 
vealed in conversations between the Bank of France and the Bank of 
England in May, 1927.'® Whereas before 1914, British industry had 
been more than able to finance itself — able, indeed, to provide large 
annual sums to the market for foreign investment — after 1918 it be- 
came heavily dependent on bank advances. In large part, also, the loans 
made by British banks abroad were a result of credit creation rather 
than of real savings. The credit superstructure, therefore, was precari- 
ously based upon a gold reserve which was less adequate for the en- 
larged credit structure, though greater than before 1914. It was still 
less adequate after the extension of the gold-exchange standard built 
up heavy foreign deposits in London. The commercial banks were 
now — to use a market expression — in the Bank in the sense that they 
were immediately sensitive to any action by which the Bank might try 
to regulate the external balance. Industry was, certainly in the com- 

lOTcn years later M. Moreau, who was Governor of the Bank of France in 1927, re- 
vealed these conversations in articles contributed to the Revue de Deux Mondes. Cf 
William Adams Brown, Jr., op. cit., Vol. 1 , pp. 453-58. 
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tnercial banks to a greater exteAt than it had ever been^n the nine- 
teenth century. 

The levels of economic activity and of prices in Britain were pre- 
cariously maintained upon an inadequate gold reserve, and it had 
become necessary to avoid by all possible means any loss of gold which 
would cause credit contraction and so bring the whole structure down 
in a deflationary crisis. Mr. Keynes, with his acute and intuitive ap- 
preciation of the imponderables in any economic situation, published 
in 1923 his Tract on Monetary Reform, in which he made positive 
suggestions for the future regulation of money. It w^as significant that 
these were based upon the experience of Great Britain during the 
first difficult postwar years in controlling the domestic level of prices 
and insulating it from external causes of fluctuation. Keynes’s sug- 
gestions were that monetary policy should be based upon the neces- 
sity for sustaining the domestic price level and that pressures on the 
external balance of payments should not be allowed to interfere with 
this purpose. He thought that policy to this end could be developed 
out of the practices that had been followed since 1918. 

This recognition and rationalization of the extent to which British 
monetary policy since the war had been aimed at regulating the do- 
mestic price level was a startling break with traditional gold standard 
theory. It was also an indication of the marked degree to which the 
British monetary system had changed. No longer was the short-term 
money market primarily concerned with trade acceptances. Treasury 
bills and foreign deposits were its more important stock in trade. No 
longer was there a sharp separation between the foreign and domestic 
banking operations. The commercial banks financed British industry 
heavily and were in turn heavily dependent upon the short-term 
market which was the traditional mechanism for regulating both the 
external balance of payments and the supply of new capital issues. 

At the time Keynes was writing, there was a considerable and in- 
fluential body of economic opinion, strongly represented in banking 
circles, which did not shrink from the costs involved in a return to 
the prewar gold standard practices. This would have led to a general 
reduction of wages, unemployment, and a lowering of living levels. 
Such a return to prewar practice meant abandoning the tendency that 
had developed to concentrate policy upon the provision of credit 
adequate to sustain economic activity without regard to the external 
balance of j>ayments. It meant regulating the amount of credit ac- 
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cording to^^hc pressures on the golk reserve -caused by fluctuations 
in the balance of payments. In other words, it would allow credit to 
shrink and prices to fall if this was necessary to safeguard the gold 
reserves against an external drain. As Keynes recognized, foreshadow- 
ing the lines on which his theoretical outlook would develop, such 
a return to orthodox gold standard principles was bound to create un- 
employment. The decision in 1925 to return to gold at the prewar 
parity did involve just such deflationary procedures. 

Even after the return to the prewar gold parity in 1925 the British 
situation was sucb that the Bank of England was not free to operate 
the restored gold standard in the traditional manner. A disturbing 
influence was exerted on British monetary policy in this period by 
the size, and even more by the structure, of the internal public debt. 
In 1924, less than 16 per cent of the total debt was funded. The float- 
ing debt, consisting mainly of treasury bills, was 12.6 per cent of the 
total, while short-term unfunded debt was 23.2 per cent, and long- 
term unfunded debt was 48.2 per cent. The Treasury was anxious to 
get the debt as quickly as possible on to a long-term funded basis so 
that it would not be faced with the frequent necessity of renewing 
short-term obligations with the risk that in a crisis the cost of such 
renewals would be a substantial rise in interest rates. On the other 
hand it could not run the risk of raising long-term interest rates by 
converting short-term obligations into long-term securities too rapidly. 

It did manage gradually to shift the major part of the debt on to a 
long-term basis and funded some of it. The technical skill displayed in 
handling this situation was remarkable. As occasion offered, the 
British Treasury converted the debt into less dangerous obligations. 
It took advantage of favorable opportunities as recovery proceeded 
to float new long-term security issues and cancel short-term obligations 
without raising interest rates and therefore imposing a further burden 
on the national budget. But interest rates could be kept at reasonable 
levels only as long as foreign short-term capital continued to be at- 
tracted to London in large volume. 

The Bank of England was also engaged in promoting both directly 
and through the Financial and Economic Organization of the League 
of Nations an extensive program of European economic reconstruc- 
tion. After 1924 American loans became available, particularly to 
Germany, in increasing volume, but the British lending program was 
also a heavy one. These reconstruction loans were necessarily long- 
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term investments. At the same time the British exporting industries 
were engaged in a desperate effort to recapture the markets they had 
lost during the war and they were saddled wjijth a high cost structure. 
The competitive strength of the major British export industries such 
as coal, textiles, and shipbuilding had been impaired by high wages 
relative to productivity, by obsolescent equipment, by high taxes, 
and also by protected and subsidized competition in their former 
markets. It was imperative for them to obtain long-term reconversion 
and reconstruction capital at low interest rates. Tlie Bank of England, 
therefore, was impelled to avoid any action — such as a rise in its dis- 
count rate or the sale of securities — that would force the commercial 
banks to raise long-term interest rates and contract their bank ad- 
vances. Any such action would have put a sudden stop both to Euro- 
pean reconstruction and to British recovery. The deflation that ac- 
companied the return to gold in 1925 had caused wage cuts and un- 
employment that led to the bitter general strike in 1926. Throughout 
the stabilization period there persisted a hard core of unemployment. 
This was the result of structural changes in world production and 
trade, and the Bank could not run the risk of worsening this unem- 
ployment by contracting credit. 

However, the Bank was forced to provide gold for export whenever 
the sterling rate of exchange fell to the gold export point, as it con- 
stantly did between 1925 and 1929. The cash basis of the necessarily 
inflated credit superstructure was very narrow and was always 
threatened by foreign withdrawals of credit or gold. Moreover the 
Treasury had constantly to renew large issues of short-term obliga- 
tions which mopped up a large proportion of the short-term credit in 
the money market. In these circumstances Britain was forced to the 
risky expedient of accepting and even soliciting foreign short-term 
deposits. A large part of these deposits consisted of nervous refugee 
capital — the so-called “hot raoney“ — which was always liable to be 
withdrawn hurriedly in a crisis. 

In the words of the Macmillan Report, Londqn was “practising in- 
ternational deposit banking, as distinct from international acceptance 
business.** She was acceptmg what were in effect loans liable to be 
withdrawn at short notice, in order to make long-term advances that 
could not be so withdrawn — borrowing short, in order to lend long. 
It was a precarious expedient, putting off the evil day when a choice 
would have to be made between cutting domestic costs in order to re- 
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main on thA gold standard, or abandoning the program of interna- 
tional reconstruction upon which Britain’s future prosperity de- 
pended. The major reason which impelled the authorities to run such 
a risk was the necessity of avoiding higher interest rates. These would 
have made the periodic renewals of the unfunded debt too heavy a 
burden on an already strained budget, would have plunged the na- 
tional economy into severe deflation, and would at the same time 
have entailed the abandonment of the great effort to reconstruct the 
European economy and the world trading system. 

In September, 1931, a sudden withdrawal of foreign balances placed 
the British authorities in the long-feared dilemma. The sequence of 
events is clear. The stoppage of loans to Europe had placed a severe 
deflationary strain on the borrowing countries. During 1930 there 
had been a large extension of short-term banking credits which tem- 
porarily covered the deficits in the balances of international payments. 
In June, 1931, also, the Hoover moratorium on reparation and war 
debt payments had further relieved the strain. But these unilateral 
obligations were not the major source of instability. Nor was it possi- 
ble indefinitely to plug the gaps in the balances of international pay- 
ments by extending short-term banking credits. The whole inflated 
structure of the restored European economies was out of equilibrium. 

In May, 1931, the Austrian Credit- Anstalt was forced to reveal the 
extent to which its assets were tied up in frozen long-term advances. 
A liquidity panic — in all essentials an old-fashioned run on the banks 
— set in. It swept from southeastern Europe across Germany and by 
the summer had caused nervous British and foreign holders of short- 
term assets to begin withdrawing them from London. At this moment 
the Macmillan Committee drew attention to the danger to the stability 
of the British monetary system which these short-term deposits con- 
stituted and a Parliamentary inquiry (the May Committee) pub- 
lished its report into British public expenditures, recommending 
severe budgetary cuts. When reduced pay scales for the armed services 
were put into effect there was a demonstration on board some naval 
vessels. This the American and continental press reported as mutiny. 
This incident touched off a panic which caused such a withdrawal of 
short-term funds from London that between Wednesday and Satur- 
day in the third week of September, 1931, the Bank of England lost 
gold to the extent of £43 million from its precariously low total of 
£120 million. Over £200 million had been withdrawn from London 
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in the two months preceding September 20, 1931. The Ijjank of Eng- 
land had borrowed from French and American banks to meet this 
drain, but the final withdrawals left no option but the abandonment 
of gold. 

The crisis had come. It was too late to restore equilibrium by raising 
bank rate and inflicting a deflation on the credit structure.^ If bank 
rate had been raised earlier in an effort to correct the inflation in 
Britain, it might have attracted even larger amounts of foreign short- 
term refugee capital. Now it was not possible to stem the withdrawals. 
The slower-moving deflation of British costs and prices which might 
have reduced imports and encouraged exports could not possibly take 
effect in time to cope with the strain on the British balance of external 
payments. On Sunday, September 20, hurried consultations resulted in 
the proclamation of a bank holiday for Monday, and on that day a bill 
relieving the Bank of its obligation to redeem notes in gold was passed 
through all its stages in both houses and received the royal assent. 
Britain had abandoned the gold standard again. 

This was the death knell of the attempt to reconstruct the Euro- 
pean economy and world trade without making the adjustments of 
national economies necessary to adapt them to the changed interna- 
tional economic equilibrium resulting from the war of 191 4-- 18. More 
immediately it was the end of the restored gold standard.^^ Before long 
the struggle for liquidity was transferred to the United States. When 
Britain went off gold it was followed by all the countries to which 
the British import market was of dominant importance. These in- 
cluded the British Dominions and colonies — though South Africa 
was fearful that gold might lose its prestige and therefore resisted 
depreciation until the end of 1932. The Canadians, caught between the 
United States and Britain, maintained their currency midway between 
the dollar and sterling. The countries which follow^ed Britain off gold 
included most of the Latin-American, Scandinavian, and Baltic coun- 
tries. By the end of 1932, the larger part of the trading world had 
aligned itself with Great Britain, and many of the largest agricultural- 
ly Cf. N. F. Hall, The Exchange Equalization Account, London, Macmillan Co., 1935, 
P- 13: “Orthodox critics who wer^ shocked at the spectacle of Britain leaving the gold 
standard in 1931 with the Bank rate at 4^ percent were too late with their strictures. The 
situation as it then existed was the result of a disharmony between the real and money 
fate of interest which had persisted ever since the war.” 

12 Cf. William Adams Brown, Jr., op, ciL, Vol. II, p. laa: “The juridical concepts of 
sold as reserve and gold as standard in Germany stood out like the weather-beaten ril>s 
of some old sailing vessel long since cast ashore by a tropical hurricane.” 
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exporting dountries had depreciated! their currencies even below the 
British level. 

United States exports were faced with severe competition all over 
the world and also with a vast proliferation of tariff, quota, and ex- 
change restrictions. The economic effects of this loss of foreign markets 
was added to the continuous pressure upon the economic activity and 
price levels in the United States, as credit continued to contract. The 
efforts of the Federal Reserve Banks to check this contraction had 
been fairly successful during 1930. But there was an immense volume 
of speculative advances upon real estate and securities, as well as a 
great expansion of consumer credit purchases. The shodks to confi- 
dence transmitted by the Vienna crisis in May, 1931, and the British 
crisis in September, 1931, set off renewed spasms of contraction. Be- 
tween June, 1931, and June, 1932, there was a great deal of hoarding o£ 
gold and currency, as well as withdrawals of foreign-owned dollars, 
so that the total monetary gold stock of the United States declined in 
those twelve months by $1,900 million. 

The Federal Reserve Banks lowered their rediscount rates and 
bought over a billion dollars’ worth of United States government 
securities between February and June, 1932. The Reconstruction Fi- 
nance Corporation was formed to tide solvent enterprises over the 
crisis by advancing new credits to them. The Glass-Steagall Act passed 
in March, 1932, gave the Federal Reserve Banks greater flexibpity 
of action in regard to the cover required against credit creation. The 
combined effects of these attempts to ease the credit stringency was 
felt in an easing of the deflation during the latter part of 1932, but 
all the water had not yet been squeezed out of the credit system. Bank 
failures which had been very numerous during 1931 began again to 
increase. Hoarding was resumed and there was a renewed movement 
of short-term funds to what now seemed the greater security of Lon- 
don. In the middle of February, 1933, the distrust of the banking sys- 
tem quickened to the same kind of run on the banks that had hap' 
pened in one country after another since the panic of May, 1931, in 
Vienna. On March 4, the day of his accession to office. President Roose- 
velt declared a banking moratorium. And on April 19, the United 
States in its turn abandoned the gold standard. 

Even then a small group of European countries headed by France 
struggled, at the cost of continuous deflationary pressure and severe 
curtailment of imports, to maintain the gold parities for their cur- 
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rencies. The restored international gold standard, however, had col- 
lapsed in September, 1931. It had never functioned with the same 
efficiency as in the prewar period because neither the domestic nor the 
international economic situations had the degree of equilibrium and 
the flexibility of adjustment necessary for its functioning. 

Those who had put their faith in gold as a symbol and assurance 
of monetary stability found their faith betrayed by the operation of 
the international gold standard as it was restored and operated in the 
years 1925-29. During those years the national economies were again 
linked together by their adoption of the common standard, gold. But 
what was created was an interdependence of instabilities. In this 
period the international gold standard operated as a transmitter of 
those instabilities from one national economy to another. The in- 
evitable result was reversion to monetary nationalism. It was vain for 
orthodox economists to tilt against this trend. They were correct in 
their argument that the new monetary practices were a powerful re- 
inforcement of both economic nationalism and collectivism. Both 
these trends were deeply rooted in the distortion and impoverishment 
left by the war. Both were immensely strengthened when the nations 
chose in the great depression to protect their domestic economic ac- 
tivity rather than the international purchasing power of their cur- 
rencies. 


DIVIDED RESPONSIBILITIES 

The full measyre of the difference between the economic world of 
the interwar years and the pre-1914 trading world has yet to be taken. 
A vitally important aspect of this difference was a shift in the center 
of the world’s economic gravity. The monetary consequences of this 
shift created a situation very different from that of the nineteenth 
century when the bulk of trading and financial transactions had been 
cleared and regulated through London. The London short-term 
money market dealing primarily in trade acceptances had been the 
balance-wheel regulating the whole international marketing system. 
After 1918 acceptances were less prominent in the dealings in this 
market, while treasury bills played a much larger role. The market 
had always drawn large amounts of foreign funds seeking short-term 
investment. But in the interwar period these foreign funds were of a 
different character and they grew to dangerous proportions. 
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This inc\^,pacity of I.ondon after 1918 to function as the regulating 
center of the world’s monetary system was an important contributing 
factor to the collapse of the international gold standard in 1931. The 
other side of the story was the independent development of national 
money markets. New York competed with London in the discharge of 
many functions which before 1914 had been concentrated mainly in 
London where they were geared into the multifarious operations of 
the money market. It competed with London for acceptances and 
thus shared in the financing of world trade. More important was the 
greater prominence of New York in international lending on long 
term. 

The difficulties that might be expected from this division of re- 
sponsibilities in what had formerly been an integrated world trading 
and financial system had been foreshadowed in the crises that attended 
the outbreak of war in 1914. The clearing and balancing of payments 
had been perfected in the nineteenth century, nominally in terms of 
the ultimate transference of gold from the reserves of one national 
banking system to another. In fact, however, it was rarely necessary 
then to fall back on this final guarantee of adjustment. The new gold 
coming from the mines was distributed smoothly and efficiently among 
the world’s monetary systems as part of a vast and complicated market- 
ing process. Into this process many factors — the amounts and price 
levels of a widespread variety of commodity trading transactions, and 
the services connected with them; the temporary credit accommoda- 
tion called for in different markets; and long-term investment in all its 
phases (payments on account of past investments, the shifting valua- 
tions and domicile of current securities, and the new capital issues 
needed in an expanding world) — were all geared. 

This was an intricate mechanism in which the balance wheel con- 
stituted by the London short-term capital market was an important 
regulating contrivance. But this balance wheel could not function 
effectively when the mechanism was thrown out of gear. The attempt 
just before the outbreak of war in July, 1914, to deliver gold in settle- 
ment of balances wal* no more realistic than an attempt of depositors 
in a developed banking system suddenly to claim gold or legal tender 
currency would have been. There had been violent distortion of 
the exchange rates and of prices in the effort to settle balances by gold 
transfers; but “the crisis caused moratoria, suspensions of specie pay- 
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ments, and legal or de facto go/d export embargoes in |aany conn- 
tries. 

The gold standard did not break down in f^e of this demonstration 
of its dependence upon the marketing process and of the clearing of 
that process through London, but necessity compelled subtle changes 
in the methods of its operation. These changes differed a good deal 
from country to country. When the war ended and the still unshaken 
faith in the gold standard impelled a return to the prewar forms of 
currencies based on gold, this diversity of national policies created 
a larger demand for internationally acceptable means of payment. 

Since there was not enough gold available at the current parity 
levels to serve this purpose and at the same time to reconstitute the 
metallic reserves of the countries as one by one they returned to the 
gold standard, a considerable volume of short-term funds came into 
existence. These funds were held as foreign balances either on de- 
posit or in short-dated securities, in financial centers such as New 
York, London, Zurich, and Amsterdam which promised at least tem- 
porary assurance that their gold value would not be reduced by sud- 
den depreciation, and that they could at need be converted into gold. 
The varying instability of the economic developments in the different 
countries made this fund a variable quantity. But it was always large, 
even during the period when the restored gold standard was in opera- 
tion. 

Its size was increased by the widespread adoption of gold-exchange 
standard practices, pursuant to the recommendations of the Genoa 
Conference, 1922. The funds, held mainly in London and New York 
by newly created central banks and also by many of the older central 
banks which were faced with the necessity of reorganizing their cur- 
rencies after the war and the first postwar inflations, were always a 
source of danger to exchange stability. In a world in desperate need 
of capital for long-term investment, these foreign balances were neces- 
sarily held readily available. They were always liable to be transferred 
from one center to another at short notice not, as before 1914, in order 
to take advantage of higher interest rates, but rather to preserve their 

^8 C£. William Adams Brown, Jri^op. ciL, Vol. 1 , p. 27: “The crisis of 1914 demonstrated 
the dependence of the [prewar international gold-standard] system upon the regular and 
uninterrupted operation of the financial machinery of the City of London, and showed 
the difficulties that arise when an attempt is made to force gold to serve as a balancing 
item in international payments when credit is disorganized.” 
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gold valuer This fact limited the use of the discount rates which had 
formerly been the principal method of regulating the balances of pay 
ment. A rise in the discount rate might be interpreted as a sign ol 
instability and cause a withdrawal of these balances instead of attract- 
ing them. 

Also the distribution of their ownership had been changed. Before 
1914, the short-term balances held in London for the clearing of in- 
ternational payments l)ad corresponded roughly with the volume of 
trade conducted by the countries which owned them. After the war, the 
largest balances held in London and New York were those of Euro- 
pean countries. They consisted of currency reserves and of flight capi- 
tal, rather than of international till-money closely related to the 
reality of trading transactions. 

Then again the use made of them had been changed. Instead of 
nourishing the market for trade acceptances, the demand tor Avhich 
was much smaller than it had been, they went into short-dated gilt- 
edged securities such .as treasury bills, or were held as short-term de- 
posits. And it was against these that the holding centers made long- 
term foreign loans. The gold-exchange standard, however, was always 
regarded as an interim stage toward the restoration of the true gold 
standard. A central bank which found itself as France did in 1926 and 
1927 in a position to re-establish its gold reserves, was always liable to 
withdraw its holdings of foreign assets by buying gold. 

London had virtually monopolized the financing of foreign trade 
before the war, so that there was always a considerable strean) of self- 
liquidating commercial securities flowing through the short-term 
market. After the war, this stream tended to dry up. New York, which 
had large amounts of foreign short-term funds, sought strenuously 
to create an acceptance market. London tried to retain its market. But 
new methods of financing trade had come into use and both the quan- 
tity and tiie quality of the bills available deteriorated. In 1922 it was 
estimated that the amount Of trading acceptances current in London 
was only lialf that ok the prewar period, and many of them were of a 
quality less desirable than the prime paper of prewar days. The result 
wa;i a significant change in the character of the discount market and 
of/ its operations. After the breakdown of the gold standard in 1931 
this became very evident. The already excessive amount of potentially 
‘'Unfaithful balances” was suddenly and greatly increased by the gieat 

diinie of flight capital seeking to escape from currency depreciation. 
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The market operations in the leading financial centers, ^which had 
been the chief means of maintaining stability in the exchange rates, 
became instead the chief focus of speculation^against weak c.urrencies. 

In the interwar period from 1921-22 onward, a new factor of in- 
stability at times of crisis was created by the extension of the market 
in forward exchange. Transactions in foreign currencies for delivery 
at a future date became a common method of hedging against cur- 
rency depreciation. In stable periods — particularly from 1925 to 1929 
when the gold standard was operating — the volume of these trans- 
actions was relatively small and the forward exchange market was in 
the hands of professional specialists. In times of currency instability — 
before 1925 and after 1931 — the volume of these transactions was 
large, and forward selling of weak currencies became a common form 
of speculation. Before 1914 forward dealings in the foreign exchanges 
had beep limited and mostly practiced in secondary money markets. 
After the war the exchange risks were greater and the methods of for- 
ward dealing were practiced much more widely. They provided traders 
with the means of hedging their exchange risks, but they greatly in- 
creased the amount of mobile short-term funds. Tliere was a special 
source of weakness in this development. Forward exchange escaped 
from the forms and therefore from the control of the acceptance 
market. Formerly the finance bills needed to transfer short-term funds 
from one market to another had been drawn, accepted, and discounted 
like trade bills and were handled by professional operators. But now a 
telephone call was adequate to set transfers in motion, and amateurs 
entered the market. 

In other respects also the connection of short-term credit transfers 
with actual trading transactions was weakened. Their control passed 
>ut of the hands of the experienced operators .of the London accept- 
ance market. Much of the foreign short-term money in London was 
held in the form of treasury bills. This made it difficult for the Bank 
:)f England to use the discount rate as a means of regulating the ex- 
emal balance. It also meant that the credit movements which af- 
ected the exchange market were speculative operations rather than 
grading acceptances. It was a^significant change — this transfer to rather 
[Nervous European owners of refugee capital of the control that had 
ormerly been exercised by well-tested methods, worked out from the 
J>tperience of conservative banking institutions long specialized in the 
mancing of international trade. 
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The sigi^ificance of this growth bf volatile short-term credit, re- 
sponsive to the instabilities of national currencies and controlled by 
those whose major interest was to preserve the gold value of their 
assets, has been treated at some length because it provides the back- 
ground against which the competition of the New York and London 
money markets must be considered. In the interwar period no effec- 
tive mechanism existed for regulating the international distribution 
of the world supply of international currency, either in the form of 
gold or in the form of foreign balances that could be turned intb gold^ 
London had provided such a mechanism before 1914. No small part 
of the stability of the nineteenth-century system had derived! from 
the fact that all the major elements in the marketing process-Vcom- 
modity trade and its financing, transfers of short-term capital, security 
transactions, interest payments — all came to a focus in the London 
money market. The balance wheel could operate as a regulator of 
equilibrium when all the wheels of international transactions were 
geared into a centralized mechanism. 

Even if New York had been able completely to replace London as 
the focusing center, there would have been difficulties in the regula- 
tion of this volatile short-term credit. New York suffered from certain 
handicaps in its efforts to compete with London. It was first and 
foremost the financial center of a continental economic system, the 
vitality and the fluctuations of which exercised a predominant in- 
fluence over its money market. It could not, as London did before 
1914, regulate that market primarily with reference to the movements 
of its external balance of payments occasioned by international trade 
and capital transactions. The size of the domestic economy of the 
United States was such as to outweigh external influences on the 
monetary system. There was not, as in pre-1914 Britain, a volume of 
imports and exports which was large, absolutely and relatively, in pro- 
portion to domestic trade. Moreover the United States pursued a 
policy of “high tariff protection until the Reciprocal Trade Agreement 
after 1934 began to reduce the excessive schedules of the Hawley- 
Smoot tariff. • 

Thus the international commodity markets of nineteenth-century 
Britain had no parallel in the twentieth-century United States. New 
York could not exert effective influence over the prices of interna- 
tionally traded goods. Its efforts to gain a share in the financing of 
world trade met with only partial success. It did not have the far-flung 
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trading and financial connections, the developed technicyies and in- 
stitutions, or the corps of bank^jing and trading personnel expert in 
the local conditions of markets all over the world that London had 
built up in the course of the nineteenth century when it was the trad- 
ing and financial capital of the world. 

London after 1918 was hampered by an increased national debt 
whose structure required the maintenance of low interest rates in 
the short-term money market. It was also hampered by a shift which 
proved permanent in the methods of financing international trade, 
so- that the short-term money market was largely deprived of its former 
grist. Finally it suffered from the loss of its former pre-eminence in 
world trade and from a crippling of its basic export industries. These 
changes brought about a fundamental refashioning of the methods 
of credit control. The forms remained but the substance had changed. 

New York competing with London tried to develop an acceptance 
market, but without the steady flow of imports into free markets out 
of which London had built its acceptance business. The United States 
had become the chief source of long-term loan capital, and the New 
York securities market was actively competing with that of London. 
London was still the biggest securities market, but New York had be- 
come the greatest exporter of capital. This greatly complicated the 
control of the exchanges, since it is easier to keep the exchange rates 
stable when the principal market for international security transac- 
tions is located in the country which provides tlie bulk of new capital 
investment. The monetary policy of such a country can then be di- 
rected toward regulating the export of capital so as to equilibrate the 
international balances of payment. 

The burden of international reconstruction between the wars fell 
mainly on London and New York. Competition between them for 
foreign short-term balances led to pressure in both to devise new meth- 
ods by which these balances might enable them to lend long. It was 
this competition which was in large part responsible for the overlend- 
ing to Europe in the reconstruction period. The circumstances of these 
two centers were vastly different. London maiiftained a precarious 
price stability at the curreyt gold parity, with credit finely adjusted 
to the price level. It was driven to defend this parity by methods which 
in the nineteenth century would have been regarded as unorthodox. 
This situation became worse when continental operators used the 
securities market as a channel to make payments through London 
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New York.J^ New York, on the othef hand, had an inflationary credit 
expansion based pn adequate gold reserves. 

Thus the restored international gold standard could not operate 
from a single center. The necessity for international regulation was 
greater than it had ever been before. But in place of a centralized 
regulation it had to operate from several competing centers. It was 
more than a question of competition between London and New York. 
The development of nationalism in all countries reinforced by a strong 
collectivist trend, inevitably found its ultimate economic expression in 
the monetary sphere. The money market of every country in propor- 
tion to its strength tried to safeguard the stability of its national cur- 
rency. ^ 

The activity of the secondary money markets was never a negligible 
factor and at times it became decisive. Attention has been drawn to 
the influence exerted on London and New York by the French attempt 
to operate on orthodox gold standard principles even prior to the 
stabilization of the franc. The pull of Berlin on the capital and ex- 
change markets was also important. Indeed the development of mone- 
tary nationalism was so widespread that the restored gold standard 
was constantly being called upon to cope with a succession of nervous 
shifts of short-term credit. These resembled a series of sudden attacks 
upon exchange equilibrium, first from one quarter and then from 
another, rather than a steady and co-operative attempt at mutual rein- 
forcement in order to maintain and adjust a stable equilibrium. 

After 1931, the forces of monetary nationalism were unleashed in 
their full disruptive fury. The restored gold standard had been main- 
tained by a series of improvisations which were adaptations and modi- 
fications of traditional practices within the framework of the prewar 
gold standard. After the depression set in, and particularly after the 
departure of Great Britain from the gold standard, there ensued a 
veritable anarchy of monetary nationalism. New devices of quantita- 
tive restrictions on imports, of exchange control, of bilateral clearing 
and bilateral barter trading were invented. For a time there was a 
chaos of improvised* expedients. Gradually, trading blocs began to 

Vol. 1 , pp. 521-22: *‘The international movement of funds in and out Of the 
London securities market was far more important than the iiuernational shifting of bank 
halances. It often assumed veiy great proportion.^ and contributed to a fundamental lack 
of stability in the world’s exchanges. A mechanism designed to provide clearance became 
a channel of remittance through which reparation payments, flights of capital, and 
private inovemeiUh of capital passed without being properl) related in cither time 01 
volim||c to oftsetting flo^\s of payment in the opposite direction.*’ 
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form. These experiments — the Sterling area, the gold bjoc, and the 
German clearing system in p|irticular — attempted to rebuild inte- 
grated monetary policy within regional areas of complementary trade. 
There was no hope in the 1 930*8 of restoring either trade or investment 
on a world-wide basis. The best that could be attempted was a series 
of regional arrangements. 

The world-wide trading and financial system centered on London, 
which had functioned effectively in the latter part of the nineteenth 
century, came to an end in 1914. The attempt to operate a similar 
system from many competing centers, but still without any formal 
organization for consultation and for clearing and regulating the bal- 
ances of payments, collapsed in 1931. Neither of these alternatives can 
again be attempted with any reasonable hope of success. Yet the need 
for centralized mechanisms for the co-ordination and clearing of 
monetary policy is obvious to all competent observers. The remaining 
choice would seem to be the conscious organization of formal machin- 
ery on a truly international basis, for the continuous consultations 
and clearing procedures that are necessary if exchange stability is to 
be maintained. No one who is aware of the disorganization caused by 
the second World War and of the technical and administrative, as well 
as the political, difficulties involved in organizing formal procedures 
of international co-operation is likely to underestimate the magnitude 
of the tasks to be attempted. But the evidence of the last postwar 
period is very emphatic. 

The clearing of international economic transactions cannot be left 
to take care of itself. No financial center now has the means or can 
count upon the acquiescence of other centers to do in the twentieth 
what London did in the nineteenth century. The attempt to work the 
clearing and regulatory procedures from competing centers, without 
over-all agreement and mechanisms, was proved a failure by the 
interwar experience. The advantages of international economic co- 
operation cannot be enjoyed unless national governments are prepared 
to submit to the discipline which such co-operation necessarily entails. 
New methods must be evolved to meet the urftoreseen and unfore- 
seeable situations that mpst inevitably arise in attempting to re- 
establish and to maintain equilibrium in the trading and financial 
relations of the nations. The only possibility of developing such meth- 
ods lies in a more sustained organization of international monetary 
co-operation than was practiced before the second World War.^ 
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THE EFFECTS OF WAR MOBILIZATION 

The unprecedented mobilization of resources necessary to fight the 
second World War has had more far-reaching consequences than those 
which followed the war of 1914-18. In so far as policies are projected 
upon attempts to reorganize the prewar pattern of international spe- 
cialization, which was itself an unstable patchwork of political and 
economic expedients dominated by war preparations, they are bound 
to fail. As in 1914-18, but in much greater degree, the war of 1939-45 
distorted the price and production structures of every country, bellig- 
erent or neutral, and broke the patterns of international specialization 
and co-operation. The longer duration, the wider range, and the 
greater intensity of destruction in the second World War has made 
its economic consequences far more severe. At its close there was far 
less general acceptance of working principles of economic organiza- 
tion than there had been after the first World War. 

There was therefore far greater difficulty in organizing such a con- 
certed effort as was made in the 1920’s to restore the practices and in- 
stitutions of the more peaceful and prosperous pre-1914 world. If 
there was any certaifity in the confused groping toward working 
arrangements for international economic ajad political co-operation, 
it was that an effort had to be made to devise practices and institutions 
which would take account of the revolutionary changes in technology, 
in the balance of power, and in the political attitudes to economic 
organization that were slowly crystallizing in the postwar world. ^ 

5*6 
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It should not be forgotten that the second world conflict came after 
the elaborate attempt in the i^o*s to reconstruct the mechanisms of 
international economic co-operation had ended in utter failure, and 
after this failure had led in the 1930’s to abortive attempts by national 
aggression — ^Japanese, Italian, and German — to create new systems 
of political and economic power. From the economic viewpoint the 
second World War should be dated from September 18, 1931, when 
the Japanese army launched its aggression in Manchuria. This aggres- 
sion came at the moment when Britain, the center of the restored 
world trading system, was in the midst of a severe financial crisis. 
Three days later Britain abandoned the gold parity for sterling. These 
practically simultaneous events signaled the collapse of the political 
and economic reconstruction of which the League of Nations had been 
the keystone. 

Political and economic events were interdependent. Despite the 
intervention of the League supported by the United States, Japan 
made good its conquest of Manchuria. The United States had par- 
ticipated for many years in the preparatory work for the Disarmament 
Conference which was called by the League on February 2, 1932. Four 
days earlier the Japanese Navy had shelled Chapei, an industrial area 
on the fringe of the International Settlement at Shanghai. Before the 
Disarmament Conference had made much progress, Japan, on Febru- 
ary 24, 1933, withdrew from the League. 

Herr Hitler had become Chancellor of the German Empire on Jan- 
uary 30, 1933. He quickly consolidated his dictatorial power. On the 
morning of October 14, 1 933, the British delegate had presented id the 
Bureau of the Disarmament Conference the last of many disarmament 
plans. That afternoon Germany withdrew from the conference and 
gave notice of its withdrawal from the League. The failure of the 
Monetary and Economic Conference at London in July, 1933, had 
precipitated a series of higher tariffs, extended quota systems and 
exchange controls. Early in 1934 the German government promul- 
gated a new and drastic series of trade restrictions, designed to put the 
German economy on a footing of war preparedness. Within a year 
the German trade drive in^the Balkans was under way, creating in cen- 
tral and eastern Europe an economic bloc tributary to the German 
rearmament program. 

The pace of events constantly quickened. Italy attacked Ethiopia 
on October 3, 1935. The members of the League condemned the 
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aggression and, on November i8, economic sanctions which stopped 
short of oil were put into operation, l^aly withdrew from the league. 
When the ineffectiveness of the limited League sanctions became evi- 
dent, Germany poured supplies into Italy. On July 17, 1936, civil war 
broke out in Spain, and both Italy and Germany supplied planes, 
munitions, and troops to the rebels while the U.S.S.R* supported the 
government. By this time the decline of the League had become clear. 
A weak policy curiously labeled non-intervention was advocated b\ 
Britain and France. Japanese troops used an incident at the Marco 
Polo Bridge on July 7, 1937, to launch their campaign in north China. 
Austria was next on the list, being absorbed by Germany on Marqh i \ , 
1938. The German demands on Czechoslovakia were agreed to by the 
French and British Prime Ministers at Munich in September, 1938. 
This betrayal caused many Czechs to look eastward to the U.S.S.R., 
rather than to the Western powers, for support after the war. The 
subjugation of Czechoslovakia was completed on March 15, 1939. On 
April 7, Italy invaded Albania. During the summer Germany worked 
up the tension over Danzig that led to the invasion of Poland on Sep- 
tember 3, 1939. Britain and France declared war at this point in order^ 
to honor their treaty obligations to Poland. 

Even this bare catalogue, which omits many stages in the aggressive 
diplomacy and forceful action that prepared the second World War, 
is sufficient to indicate that grave economic damage had been done 
before 1939. Without entering into detail, attention may be drawn 
to three ma jor aspects of the economic consequences of this long period 
of \^ar preparedness. In the first place, war was prepared on the psy- 
chological and economic planes and the potential aggressors were re- 
organizing their economies on a basis of war preparedness long before 
the shooting war started. Trade had become an instrument of national 
policy in the totalitarian countries. Those countries ran down their 
stocks of civilian goods and diverted their manpower, scientific re- 
search, capital resources, and technical skills to w^ar preparation. The 
shortages of consumption goods and food that became obvious in 1945 
were worse in the tot^itarian countries and in the countries of their 
victims, because of this long period of economic mobilization. Their 
commodity reserves and even private stores of materials had been 
reduced to vanishing point. Worst of all from the viewpoint of post- 
war reconstruction was the damage done to educational systems and 
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to scientific and civic training the militarist subjectityi of a whole 
generation. 

In the second place, the attempt to turn the totalitarian countries 
into self-sufficient garrison economies did violence to their own eco- 
nomic and monetary structure, and to those of their former customers 
and clients as well. In many of the European countries fifth-column 
activity and propaganda created dissension and paralyzed the political 
and economic preparations for effective defense. The circuits of trade 
and specialization had been gravely impaired even before the war 
began. In place of the multilateral exchanges of world trade, bilateral 
barter agreements in which diplomatic and military considerations 
often took precedence over economic objectives became widespread 
in Europe and were extended to Latin America. 

The third effect followed. Central and eastern Europe was detached 
in large measure from world trade to become the economic hinterland 
of the German war economy. This facilitated the Russian economic 
strategy after 1945 which aimed at attaching this hinterland to Mos- 
cow in place of Berlin. The penetration of German ownership into 
most of these central and eastern European countries made it possible 
for the U.S.S.R. to claim possession of many important enterprises as 
legitimate war booty. The complex problems presented by the im- 
poverishment and division of Europe trace back beyond the war to 
the period of war preparation. As early as 1936, economists were draw- 
ing attention not only to the economic costs of rearmament, but to the 
even greater costs of the economic mobilization for war preparedness. 

One further legacy of this period of war preparation must be noted. 
It can be argued that modern war calls for such use of scientific training 
and for such enormous economic supplies that only those countries 
which retain the flexibility and initiative that comes from free scien- 
tific research and productive enterprise can hope to wage it to a suc- 
cessful conclusion. There is an important element of truth in this con- 
tention. The course of the second World War proved that if not 
ovenvhelmed by surprise attack, the free economies could mobilize re- 
sources adequate to crush the most formidably planned military ad- 
venture by a totalitarian snate. But stress must be placed on the proviso 
— if not overwhelmed by surprise attack. The United States was able 
eventually to mobilize the greatest and most adequately equipped 
military, naval, and air force ever put into action. But it was not able 
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to do so for ^ considerable length of ti|me. Until it was able to organize 
itself, and in doing so to draw upon^he resources of the free world 
to forge its striking power, the United States could do little more than 
fight delaying actions and rely upon its allies holding firm.^ 

New scientific advances of which the atomic bomb is the prototype 
have now underscored the necessity for safeguards against sudden 
attack. There is no longer safety in isolation and no assurance that 
time will be available to mobilize the striking power of a free and dis- 
armed economy. For the future, security considerations mu$t enter 
into economic policy. There is likely in the United States m be a 
greater burden of armament than before 1939. More attention must 
be paid to strategic industrial planning ahd to building up stockpiles 
of strategic materials. And more concern must be shown to build up 
the economic and military strength of potential allies. Emphasis is 
laid upon these political developments because they now exercise a 
greater influence upon economic policy than before 1914 or even 
before 1931. 

The first experiments in governmental trade controls were absorbed 
by national controls over monetary policy. These controls were gath- 
ered up in the period of war preparation by attempts at national plan- 
ning which were inevitably linked with the increasing power of the 
great enterprises that were the custodians of a new technology. Tech- 
nical and political reasons made it impossible after 1945 to go back 
to the forms of international trade that were characteristic of the 
period before 1914. The international markets through which dis- 
persed producers supplied the consuming public had given place in 
many important industries to more direct contact between large-scale 
producing units and their agents, branches, or clientele. Governments 
intervened, directly or by their control over the monetary system, to 
regulate the production, prices, and interchange of goods. They inter- 

1 Cf. George C. Marshall, The Winning of the War in Europe and in the Pacific, New 
York, 1945, p. 1: “The Nation is just emerging from one of its gravest crises. This genera- 
tion of Americans can still rememl)er the black days of 1942 when the Japanese con- 
quered all of Malaysia, occihpied Burma, and threatened India while the German armies 
approached the Volga anc|'the Suez. In those hours Germany and Japan came so close to 
economic domination of the world that we do not realize how thin the thread of 
Allied survival had been stretched. 

**lil good conscience this Nation can take little credit for its pan in staving oif disaster 
in those critical days. It is certain that ^he refusal of the British and Russian peoples to 
accept what appeared to be inevitable defeat was the great factor in the salvage of our 
civilization. Of almost equal importance was the failure of the enemy to make the most 
of the situation." 
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vencd even more purposefully In the capital markets, yiternational 
economic relations can no long^^be studied simply as marketing proc- 
esses. Account must be taken of the far-reaching consequences of na- 
tional monetary and economic policies. 

The great mobilization by which the United States became the 
arsenal of democracy strengthened and consolidated these tendencies 
toward centralized political control. In the United States itself much 
stress has been laid upon the immense productivity that made possible 
the fabricatioh of ships, airplanes, armaments, equipment and sup- 
plies of all kind. Private enterprise operating on government con- 
tracts proved capable of the productive effort demanded. The winning 
combination was a blend of bold planning and dispersed individual 
efforts within the broadly planned framework. Inevitably the planning 
involved a considerable extension of centralized controls. Automobile 
production was eliminated, gasoline was rationed, materials such as 
steel and rubber were allocated among the producers according to 
their capacity to meet the demands of the war effort. Price controls 
were supplemented by partial rationing over a wide range of com- 
modities. Manpower was not conscripted for industrial employment, 
but wage and employment policies were determined primarily by 
the need for continuity of production. Monetary and fiscal policies 
were devised to stimulate production, to discourage certain types of 
personal expenditure, and to stimulate investment in war bonds. 
While the planning was looser and less restrictive in the United States 
than in most other belligerent countries, it constituted a very con- 
siderable extension of government controls over private economic 
activity. 

The main instrument by which the United States became the 
mobilizing center of the allied war effort was the Lend-Lease Act 
passed on March ii, 1941, nine months before the United States was 
itself involved in hostilities. This act signaled the effective abandon- 
ment of the attempt to isolate the United States from the European 
conflict. From 1935 onward there had been a succession of Neutrality 
Acts. After a long period of public controversy, the I^nd-Lease Act 
was passed to enable the Ignited States to supply munitions, materials 
and food to any country that the President might designate as aiding 
the defense of the United States. This enabled the designated countries 
to concentrate their manpower and resources upon immediate military 
purposes while drawing from the United States the equipment and 
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supplies ne<;essary to sustain a longVstruggle* It enabled the United 
States to supply economic aid withc^^t involving these countries in 
the financial difficulties that would have resulted from the negotiation 
of war loans. Congress appropriated large sums to be used at the Presi- 
dent’s discretion in the purchase of supplies, and gave him full dis- 
cretion to settle the time, manner and amount of repayment to be 
asked from the recipients. 

An immense volume both of war materials and of civilian supplies 
was thus transferred to the allied countries. Until the Lend-L|pase Act 
was passed, the allies had been forced by the modified “cash ana carry” 
provisions of the neutrality legislation then in force to pay inpollars 
for all purchases in the United States and to transport these gbods in 
their own ships. The main burden of finance and shipping had ^fallen 
upon Britain and France, though all the allies mobilized their dollar 
resources. The drain of dollars at this stage of the war before lend- 
lease was all the greater because, to secure certain types of equipment 
including airplanes, the allies had had to put up dollars for capital 
construction and equipment. Their exports were dwindling and their 
shipping receipts were falling. Full use had been made of the dollars 
derived from rubber and tin shipments from southeast Asia, and from 
shipments of copper from the Congo. Overseas investments had bepn 
impounded and had been sold or mortgaged in the United States to 
secure dollars, Britain had come close to the limit of its dollar resources 
when the Lend-Lease Act went into operation. 

In the course of the four and a half years that followed, the lend- 
lease deliveries by the United States totaled $50-52 billion, including 
goods that were in process and were delivered on long-term credit 
arrangements after V-J Day. Of this total about two-thirds consisted 
of actual munitions, weapons, and military-type goods and services. 
These together Avith the food and other materials actually used in the 
course of the war, were written off as part of the United States contribu- 
tion to the common victory. The lend-lease arrangements were not 
entirely one-sided, but represented a system of miitual aid — a pooling 
of effort. The United States received from its allies aid to the amount 
of $7 billion, while Britain also provided supplies for its immediate 
associates in the Avar effort. The net cost of lend-lease to the United 
States Avas thus approximately $40 billion, since against a total expendi- 
ture of $50-52 billion, it received $7 billion in reverse lend-lease, and 
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recovered $4-5 billion through cash payments and the sale of produc- 
tion facilities in the United Stat||. 

Lend-lease was a vast operation for which no parallel can be found 
in history. It has repeatedly been recognized as a great, imaginative, 
and generous action Avhich, at the moment when Britain and the allied 
governments in exile were hard-pressed before the United States 
entered the war, contributed much to their ability to hold on and 
ultimately provided the economic basis for the common victory. It 
may, be argued that the United States gained much from the fact that 
its allies sustained the brunt of the struggle for over two years. But 
their leaders have always paid tribute to the scale of American help 
and the generosity of its extension in their most desperate need with- 
out haggling as to terms of payment. They have freely recognized also 
the magnanimous settlement by which the great bulk of the obliga- 
tions was written off without any attempt at calculations of cost. It 
would have been impossible to value lives lost and benefits received. 
But the recognition ’of this fact by the United States and its unques- 
tioning assumption of the heaviest monetary costs of the whole mutual- 
aid program removed from the postwar world what might have been 
a source of great misunderstanding and bitterness. 

It does not detract from the success of the lend-lease program to 
point out that it was the heart of the mobilization effort which con- 
verted production and trade from peacetime to wartime channels. In 
its program of war production on its own behalf and to supply its allies, 
the United States drew heavily upon raw-material supplies from many 
sources. Command of the sea lanes enabled these supplies to be drawm 
from the whole free world. When necessary air transport was used to 
bring urgently needed materials such as mica from as far away as India. 
Thus the economies even of neutral countries were affected by the 
demands of war production. The trading circuits of the prewar world 
were broken and the United States became the focusing and clearing 
center of wartime world trade. The full extent of the resulting disrup- 
tion of international specialization has not yet been revealed. After 
^945» after 1918, the shortages that followed inevitably upon a long 
war created a demand for^internationally traded commodities that 
seemed inexhaustible. Nevertheless the disruption of trading channels 
and the consequent growth in many countries of local productive 
facilities for articles formerly imported must eventually cause con* 
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siderable c^ifficulty in re-creating a Workable pattern of international 
specialization. ^ 

The difficulties of reconversion from war to peace production were 
greater than those encountered after the first World War because 
of the greater extent of material damage suffered. Physical destruction 
was greater over a wider area and the resultant confusion was worse. 
As the surveys of bombing damage have shown, air bombardment was 
not as completely destructive as was often thought by the airmen. It 
was damaging because targets were selected so as to cripple transport 
facilities and damage key installations. In the closing stage^ of the 
war the movements of enemy troops and equipment were cripj^led by 
the blowing out of bridges, railroad and port equipment, dams and 
hydroelectric installations. Production of war materials was some- 
what reduced and housing was destroyed over considerable areas.® 

It is important not to exaggerate the extent of physical destruction, 
nor to overemphasize its importance. Many towns in Germany, Italy 
and Japan, and also in Britain, France, the Netherlands, Poland, and 
the U.S.S.R. were heavily damaged, but even in the worst-bombed 
areas the actual destruction was by no means complete. Nor would it 
have been incapable of rapid repair if it had not been for the fact 
that the hidden damage, especially to the key facilities of production 
and trade, was immeasurably more significant in this war. Recovery 
after the war was hampered by the fact that bottlenecks were created, 
for example by the destruction of bridges and other transport facilities, 
which crippled the effectiveness of the less damaged parts of the eco- 
nomic structure. 

It is impossible to gain a clear understanding of the difficulties of 
reconstruction, even in respect to physical plant and equipment, un- 
less emphasis is laid upon the complex interdependence of the ele- 

2Cf. Henry Chalmers. “Current Trentis in Foreign Trade Policies/’ reprinted from 
Foreign Commerce Weekly, February 9, 16, and 23, 19^6, p. 10: “Even those European 
governments most eager to sec their countries' foreign trade move back towards normal, 
were handicapped by th^isorganized conditions left in the wake of the war — the destruc- 
tion of productive facilities, the exhaustion of supplies, the disruption of transport and 
distribution channels, the scrambled ownership in icidustry, the inadequacy of foreign - 
exchange assets, the internal financial confusion, and often also the unsettled status of 
the governmental regime itself. These conditions were not equally serious in all countries, 
but, in practically all that had been directly involved in the war, a large measure of 
governmental control and even direct official intervention in foreign-trade arrangements 
seamed unavoidable, at least for a time.” Cf. also Norman S. Buchanan. Intematiomi 
Investment and Domestic Welfare, New York. 1945, p. 50. 
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inents in a developed economic c^ganization. For instance it quickly 
became evident that one of the k^^o recovery in Europe was an acute 
shortage of coal. However, before greater coal production could be 
achieved the rniners needed more food and clothing and boots, and 
pit props had to be brought to the mining areas. Trans|X)rt was not 
available, particularly in the important producing area of the Ruhr 
Valley, to bring in these necessities or to take out such coal as was 
mined. To repair railroad tracks and equipment, rebuild bridges, 
and restore canal services, steel was needed; but steel could not be 
produced.without coal. Thus there was an entanglement of difficulties 
in restoring production. 

There were two other costs of war which were more important than 
the damage inflicted by enemy action and these costs affected victors 
and neutrals, as well as vanquished. The first was the inefficiency 
caused by the fact that mobilization of resources for modern war had 
entailed neglect of the maintenance and repairs needed to keep pro- 
ductive facilities in working order. The United States’ shortages of 
housing, automobiles, and rolling stock were the result of the impos- 
sibility during the war of replenishing working equipment. In the 
United States the shortages largely represented inability to keep pace 
with expanding demands — for power plants, for roads, for railroad 
equipment, for airports, for housing, and for similar conveniences. 

In other countries, particularly in those which came under totali- 
tarian domination in Asia as in Europe, the situation was indescriba- 
bly worse. In many countries long years of preparation for war had 
depleted capital resources. For example, the railroads in Germany 
had been sacrificed while road construction was being developed in 
anticipation of a blitzkrieg. In many of the countries that had been 
occupied by Germany during the war, looting on a large and sys- 
tematic scale had transferred movable assets and ownership of fixed 
equipment to the conquerors. In some of these countries, notably 
Manchuria, Russian occupation policies went far to complete the 
looting which the Germans and Japanese began. 

Everywhere the capital equipment that was still intact functioned 
badly because of undermaintenance during the war period. One of 
the most significant illustrations of the neglect of maintenance and 
repairs was the damage done in southeast Asia. It was not as great in 
monetary terms as the damage in Europe, but it represented under- 
maintenanf:e of mines, oil wells, and plantations, destruction of fac- 
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lories and transport facilities, and dschaustion of stocks that seriously 
hindered tlie reconstruction of woiJd trade. Apart from the suffer- 
ing imposed on great masses of people, it must be remembered that 
before 1941 the tropical countries had furnished, particularly to the 
United States, raw materials which were an important link in the 
chain of multilateral payments. The dollars paid out for such com- 
modities as rubber and tin provided part of the means of payment, 
both for European purchases of American manufactures and for local 
purchases of E.uropean goods exported to the tropics. It is difficult to 
see how multilateral world trade can be restored, or even how western 
Europe can relax its trade restrictions until mines are recmened, 
plantations are cleared, irrigation and afforestation systems ^re re- 
stored, and ports, roads, factories and railroads are rebuilt in southeast 
Asia. 

The second of these more serious costs was the running down of 
inventories. Long years of privation and regimentation while war 
was being prepared and fought, cleaned up not only the working stocks 
of raw materials, but the reserves of commodities in private ownership, 
down to the accumulations of rags, wastepaper, string, and scrap 
metals. Even before the outbreak of war, official collections in the 
totalitarian countries were mobilizing scrap resources. During the 
war heavy drains were made also on such capital resources as. mineral 
deposits, forests, soil fertility, herds and flocks. War devours the seed 
corn of future generations. This depletion of working capital was 
one of the major costs of war and certainly one of the most troublesome 
elements in the first stages of reconstruction. 

Attention must be drawn also to the very much greater distortion 
and impairment in the second World War of the non-material mech- 
anisms of production and trade. Much greater structural shifts than 
after the first World War had to be reckoned with. The predominance 
of American industrial and agricultural capacity and the extraordinary 
development also of scientific research in the United States were the 
clearest indications of these structural changes. The other countries 
of European settlerffent overseas — Canada and the other British Do- 
minions, and Argentina for example — hajJ also taken great strides in 
industrial development, while increasing their agricultural output. 
They ranked after the war immediately behind the great powers — the 
United States, the U.S.S.R. and Britain — ^and ahead both of the heavily 
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populated Asiatic countries andiof the smaller European countries. 
Their increased influence in thjwarious organs of the United Nations 
was a reflection of this fact. The U.S.S.R. was temporarily weakened 
economically, but its political influence had been immensely increased, 
in its own right and by virtue of the expansion of Soviet ideas but- 
tressed by the strength of the Soviet armies in central and eastern 
Europe. Even though the eclipse of Germany and Japan might be 
regarded as temporary, it was clear that the economic world would 
have very different contours and that the currents of world trade would 
need to be adapted to these new contoui-s. The trends of development 
that were noticeable after igi8 had been strongly reinforced by what 
happened after the second World War became inevitable. 

On the other hand, there was a striking contrast between the mone- 
tary developments immediately following 1918 and those which fol- 
lowed 1945. The costs of the second World War were much heavier, 
budgets were more seriously unbalanced, and monetary systems were 
more strained. The Nazi government had transferred a large part of 
the inflationary financing of its war effort to the monetary systems of 
its victims. Yet it was a remarkable fact that, except for Greece, Hun- 
gary, Romania, and China, the price level nowhere escaped from 
control. 

What was even more remarkable was the stability of the controlled 
exchange rates. After 1918, the currencies that were under strain had 
weakened faster in the exchange market than in the domestic markets. 
Their external purchasing power fell earlier and further than their 
internal purchasing power. Anyone possessing dollars in 1920 could 
change them into marks at a rate which enabled him to buy commodi- 
ties cheaply even at inflated mark prices. At the close of the second 
World War the exact contrary was true for most currencies. Exchange 
rates were held firmly at parities which did not correspond with the 
higher price levels, so that the prices of goods and services seemed 
high when compared with dollar prices. On the other hand, the black 
markets in which currencies were exchanged at levels more nearly 
commensurate with the purchasing power paiTties were not large 
enough to affect the general situation. Controls were tighter than 
they had been in the years between the wars. This overvaluation of 
the exchange rates, and the tighter control of prices, was one of the 
main reasons why it was difficult to restore exports from Europe. Gov- 
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ernments had learned how to control botfi domestic and external 
monetary policy. But the methods they had devised imposed great 
obstacles to the reconstruction of world trade. 

This situation could not have been sustained as it was in the imme- 
diate postwar period, if it had not been for the fact that this time the 
United States remained actively interested in international co- 
operation. Of the $i4i/^-billion international credits recorded from 
June, 1945, to June, 1946, the United States supplied over $9! billion. 
In addition there were large gifts to the allied countries, and even 
larger sums allocated from occupation costs to maintain theMormer 
enemy peoples at subsistence levels. The flow of exports from the 
United States ran at the $1 5-billion level, more than double the Return 
flow of imports. 

It is obvious that there were powerful forces making for monetary 
nationalism and that these forces had been greatly reinforced by the 
economic consequences of the war. During the war period, there had 
been a great extension of social-security services, in Latin-American 
countries as well as in Europe. Everywhere it had been recognized that 
large-scale and persistent unemployment would carry with it the 
danger of political revolution. Nowhere could governments afford to 
allow monetary deflation to create such unemployment. There was 
therefore little possibility of exchange controls being removed until 
substantial progress had been made both in national reconstruction 
programs and in the effective organization of international safeguards 
against sudden strains on the balances of payments. Moreover the bur- 
den of public debt had been greatly increased and the necessity arose 
of maintaining low and stable interest rates in order not to increase 
the strain on national budgets. Even in the United States, the size and 
structure of the debt was such as to impel watchful policies designed 
to keep interest rates low. Such controls over the credit system made 
it inevitable that the clearing and balancing of international payments 
had to be subject to an increased measure of government regulation. 

The magnitude and complexity of these economic consequences of 
the second World \^ar were aggravated by the fact that there was no 
peace settlement. Boundaries remained uncertain, self-government 
was not restored either to Japan or to Germany which remained a 
divided country. Meantime there was increasing conflict between the 
Soviet and democratic methods of organization on almost every issue 
arising in the peace settlement — in regard to the principles of inter- 
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national co-operation and to thh government of strategic areas as well 
as to the treatment of the enptry countries. While tlie prospects of 
war were never imminent, the facts of conflict were continuously 
evident. Co-operative economic policies were dependent upon prior 
political agreement or compromise, and until a settlement could be 
reached economic recovery was hampered. The conflict was not con- 
fined to disagreements among the great powers. It was reproduced in 
sharp political disagreements within many nations. The total nature 
of modern war had fused the political and economic aspects of inter- 
national questions. It had also blurred the distinction between inter- 
national and civil war. 

THE IMPOVERISHMENT OK EUROPE 

The inevitable result of the economic effort which created the 
arsenal of democracy in the second World War was to enlarge the 
capital equipment and enhance the productive efficiency of the United 
States. To some extent these economic gains were shared by countries 
outside the zone of conflict, as were Australia, India. Argentina, Mex- 
ico, and Brazil — as well as by the European neutrals — though the de- 
pendence of most of these countries upon European markets for their 
exports rendered their postwar position precarious. The extraordi- 
nary wartime development of scientific research and its industrial ap- 
plications in the United States were symbolized, but by no means com- 
prehended, in the head start which the United States had gained in 
respect of nuclear fission. 

In some measure this great advance in technology had been made 
at the expense of the European allies of the United States which had 
been under the necessity of sacrificing the civilian sector of tlieir econ- 
omies to the immediate needs of war. The close of the war found them 
in a desperate situation. There had been a great impoverishment of 
the European peoples who before 1914 had constituted the lending 
and controlling center of world production and trade. Their con- 
sumption of the bare necessities of life was r^uced to subsistence 
levels. What was more important in the long run was the fact that 
their capital resources had been depleted while their industrial effi- 
ciency had been seriously impaired. Not only had past capital accu- 
mulations been destroyed or used up. years of industrial research and 
development had been lost. The glaring contrast betAveen the enor- 
mous productivity of the United States and the reduced capacities of 
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western Europe was one of the majol^ obstacles to the restoration of 
international economic co-operation, ^his obstacle was reinforced by 
the fact that so large a proportion of the peoples of western Europe 
had lost faith in the principles of private enterprise that were still 
potent in the United States. 

The industrial countries of western Europe, especially Britain, 
France, and the Netherlands, had sustained heavy losses in their over- 
seas investments. Even before their colonial empires became (jlirectly 
involved in the Japanese war, they had sold many shares. Thtre fol- 
lowed a great deterioration of fixed assets during the Japanese <xcupa- 
tion. After the war, currency inflation, local conflicts and the\emer- 
gence of nationalist movements further depleted the purchasing power 
of their remaining colonial investments. This was a particularly hard 
blow since they had relied heavily on the dollar earnings from colonial 
raw materials exported to the United States. Indeed the situation of 
Great Britain had been converted from that of the largest creditor to 
that of a heavy debtor. War purchases in India, Egypt, and elsewhere 
had resulted in blocked sterling balances owed to these countries 
amounting in the aggregate to approximately $i6 billion. 

The western European peoples are vocal. They have many connec- 
tions with the United States. Some understanding of their difficulties 
was communicated to the American people and evoked a vigorous 
response. By far the largest volume of public and private relief ex- 
penditure immediately after the war went to western Europe. In- 
dividual gifts, army expenditures in the occupied areas, and organized 
war relief agencies found their chief outlets in those countries. The 
United Nations Relief and Rehabilitation Agency (U.N.R.R.A.) 
which went into actipn on November 9, 1943, spent the larger propor- 
tion of its available funds (13,998 million), of which $2,700 million 
were provided by the United States, in western Europe. After 
U.N.R.R.A. closed its major activities on June 30, 1947, the United 
States continued its program of foreign loans and gifts. The largest 
single loans were those extended to Britain and France in the middle 
of 1946, amounting respectively to $3,750 million and $1,370 mil- 
lion. The first loans from the International Bank for Reconstruction 
and Djevelopment and the first purchases of dollars from the Inter- 
national IVtonetary Fund went to Europe also. In June, 1948, Congress 
authorized the first year’s appropriations for the Economic Coopera- 
tion Administration amounting to $5,055 million. 
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There was little dissent in the United States from ^e view that 
reconstruction of the industri^A^f developed areas of western Europe 
should be the first and main charge upon the resources available for 
postwar rehabilitation. The United States took the initiative in formu- 
lating plans for postwar reconstruction. The plans fell into three major 
categories — ^transitional measures of relief, intermediate programs of 
lending for rehabilitation, and long-term institutions designed to 
.maintain international economic equilibrium. It is convenient to 
defer consideration of the long-term institutions, but it should here be 
noted that the practicability of the long-range program will be seri- 
ously jeopardized unless the major producing and trading areas, and 
especially western Europe, can be successfully rehabilitated. Until the 
concerted program of the European countries themselves and the 
effect of the United States co-operation with that program can be 
tested in practice, the longer-run proposals for international economic 
co-operation must remain speculative. 

The transitional measures of relief undertaken at the close of the 
war, through the international agency of U.N.R.R.A., or unilaterally, 
proved to be inadequate both because the needs of the devastated 
countries had been underestimated and because the relief was not 
always successful in stimulating local production. The devastation 
wrought by modern war is even worse in the political and psychologi- 
cal spheres than in that of material facilities. A great amount of food, 
materials, and equipment was supplied, but numbed and dispirited 
peoples, hampered by political conflicts, were not fully restored to self- 
reliant productive effort. After two years of extensive relief, there 
was widespread undernourishment and a disappointing measure of 
agricultural or industrial recovery. The form of relief could be criti- 
cized, and its administration might not have been effective in some 
areas. The fundamental difficulty was its inadequacy to cope with the 
vast problems of distress and demoralization left by the most destruc- 
tive war in history. 

By the end of 1947* in addition to the net cost of lend-lease ($40 bil- 
lion), military occupation costs ($2.8 billion), and its substantial relief 
contributions ($3 billion), ^he United States had extended $10 billion 
in rehabilitation loans, primarily to its allies, as well as other grants. 
Other. New Wbrld countries, notably the British Dominions, had 
made gifts and loans comparable with their resources. These countries, 
together with Argentina, Sweden, and Switzerland were also advanc- 
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ing credits finance their exports. Even Britain, which was heavily 
indebted and contracting further debt^, made sterling advances, to the 
still more impoverished countries of continental Europe, 

Until the passing of the Economic Cooperation Administration 
appropriations in June, 1948, the largest single United States credit 
had been the $3 ^-billion loan extended to the British government 
in July, 1946. The representatives of the British government had cal- 
culated that their economy might be restored if the Unitet^ States 
would make a gift, or extend an interest-free loan for the years 1946- 
50, inclusive, adequate to cover the anticipated deficit in the British 
balance of international payments. Apart from the political opposition 
to granting any such amount on such terms, the extension to a foreign 
government of purchasing power on this scale would have involved 
the continuance of rationing and price controls in the United States 
at a moment when there was widespread revolt against wartime restric- 
tions. The alternative would have been an even steeper rise in prices 
than that which actually took place when the controls were removed. 

During the late spring and summer of 1947, preparations were 
made in accordance with the conditions upon which the credit was 
granted to resume convertibility of sterling into dollars on July 15, 
1947. The amounts drawn to meet the dollar demands of the sterling 
area countries materially hastened the exhaustion of the credit, so that 
convertibility had again to be suspended in August, 1947. Criticism 
may be made of the uses to which the loan was put. But apart from the 
rise in United States prices which reduced the value of the credit in 
terms of goods, the chief factor in its rapid disappearance was the dis- 
trust of sterling, which had caused many of the creditors of Britain 
to convert their holdings into dollars as rapidly as possible, instead of 
using sterling as the currency in which to clear their trading transac- 
tions. 

A survey of western Europe in the summer of 1948 when the Euro- 
p>ean Recovery Program was about to be launched revealed two major 
weaknesses. As afte^ 1918, a demoralized Germany involved grave 
economic difficulties for all the neighboring countries whose econ- 
omies had been closely linked with the German market. During the 
interwar and war period the German hold over these economies had 
been strengthened. The position of Denmark, the Netherlands, 
Sweden, Finland, and France was particularly affected. The Danubian 
countries had passed for the time being at least into the orbit of 
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the U.S.S.R. There was a strong tendency also for the northern and 
western countries to look towara'ln increasing outlet for their exports 
in bilateral trade with Russia. This was evidenced by the Swedish 
trade agreement with the U.S.S.R. As long as the German economy 
was unable to function effectively, it was increasingly evident that 
there would be difficulty in the reconstruction of the European econ- 
omies. Before the war, continental Europe bought more from Latin 
America, southeast Asia, and other raw-material and food-exporting 
countries than it sold in those countries. The decline of this great 
continental market was likely to affect the economies of the raw- 
material producing countries as soon as the first period of postwar 
shortages was past. 

Even more important from the viewpoint of world trade was the 
postwar weakness of the British economy. The extent of this was re- 
vealed by severe winter conditions in 1946-47. Britain was still in- 
curring a heavy burden of international indebtedness. She suffered 
from an inelastic demand for imports of foodstuffs and raw materials, 
and was therefore faced with the necessity of expanding exports on 
a scale that would have been difficult to realize in the best of circum- 
stances. While calculations were necessarily theoretical, it was gen- 
erally agreed that a substantial increase of exports would be necessary 
to balance the international accounts. The balance of payments was 
rendered more difficult by the fact that imports from the Western 
Hemisphere were 42 per cent of the total imports, while exports to 
that hemisphere were only 14 per cent of the total exports. The result 
was a severe pressure on dollar exchange resources. This situation was 
clearly explained by the British White Paper entitled Economic Sur- 
vey: 1947. 

We are now drawing some 42 per cent of our imports from the Western 
Hemisphere, which is now the main source of the food and raw materials 
that we must have. But we are selling there only 14 per cent of our exports. 
We are thus running large deficits with these countries. These must be 
settled in dollars or their equivalent. To much of th^Eastern Hemisphere, 
on the other hand, we tend to sell more than we buy. In a world fully 
recovered from war, this would provide us with the means to settle our 
deficits with the West. But now many of the Eastern Hemisphere countries 
have no gold or dollars or essential goods with which to pay; to others we 
owe large debts which we shall have to repay gradually, and the surplus 
in our trade with such countries is used up in this way. We, therefore. 
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shall not be able wholly to use our surpluses with Eastern Hemisphere 
countries agamst our deficits with Western Hemisphere countries. . . . 
This dollar problem within our total balincc of payments can be wholly 
solved only by the economic recovery of Euroj>e and the Far East and the 
establishment of equilibrium in all the major trading countries’ balance 
of payments. 

It was not possible to reduce imports in any great measure since 
they consisted largely of food and of raw materials. Some relie^E might 
have been given to the British balance of payments by a compaunding 
and reduction of blocked sterling indebtedness. The Dominions — 
Canada, Australia, New Zealand, and South Africa — made substantial 
gifts to Britain.’* The great bulk of this indebtedness, however, w:^s ow- 
ing to India, Eire, Egypt, Palestine, and other countries within the ster- 
ingarea or on its fringe. Pursuant to the financial agreement negotiated 
in connection with the credit extended by the United States, Britain 
had been obliged on July 15, 1947. to seek adjustment of the blocked 
sterling credits. Negotiations with the owners of blocked credits 
brought no result, and therefore renewed emphasis was placed on 
the export drive. 

If exports were to be increased, much effort had to go into produc- 
tion for the export market. British citizens and American tourists 
found that many goods on display in London shops were earmarked 
for export. Scotch whisky was scarce in Britain because it was shipped 
in large quantities to the United States. British automobiles and 
tractors were pushed on the American market to earn dollars, while 
gasoline was severely rationed in Britain to conserve dollar resources 
for more urgently needed imports. An effort was made to plan the 
British economy so that 25 per cent of British manufacturing capacity 
might be devoted to the production of exports. Since a large propor- 
tion of British production was for the home market, the industries 
which could export were forced to devote a much larger proportion 
than 25 per cent of their capacity to production for external markets. 
The British White Paper quoted above put the case bluntly: “There 
is nothing temporary about our need for exports; concentration upon 

•‘t Canada, in i9-4S. made a gift of .^Ci.ouo million ami in 194(1 a loan, free of interest, 
of $Ci,250 million; on May 13, 1947, it was repotted that aid to Britain in cash and goods 
during and since the war totaled $€3,112 million; in 1917 Ausnalia and New Zealand 
made gifts of £20 million and £10 million, res]>eciively; in 1946 the Union of South 
Africa and its three protectorates presented Britain with a gold ccriifiaite for £985 , o<ki 
and in 1947 South Africa made a loan of gold amounting to £Ho million, at 
per annum. In 1948 Australia made a further Christmas gift of £8 million. 
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exports must become a permanent part of our normal industrial life. 
Without exports, we cannot get and we cannot get raw materials, 
and without these, we cannot hope to increase our standard of living — 
or even maintain it.” 

The position of Britain was crucial. Despite its comparative weak- 
ness, it was still the strongest nation in western Europe, and by virtue 
of its large imports still the center of a great trading system. The social 
reforms and economic planning upon which it had embarked made 
necessary a strict control of imports. This control ran counter to the 
United States proposals to restore multilateral principles. In essence 
those proposals called for abandonment within a limited period of all 
forms of quantitative and monetary restrictions upon the flow of world 
trade. The objective was to restore competitive world markets. To this 
end, import quota and exchange control systems were to be abolished 
and tariff duties were to be reduced. All forms of discriminatory trade 
regulation, such as preferential tariffs and bilateral purchasing or trade 
agreements, were frowned upon. 

For nearly two decades the European countries had relied upon 
these methods of trade regulation, rather than upon tariffs, to safe- 
guard their balances of external payments. All of them in their impov- 
erishment were planning very carefully the use of their limited re- 
sources, They were calculating national budgets of manpower, of raw 
materials, and of productive capacity in an effort to meet the minimum 
needs of their populations. This was as true of Denmark, of the Nether- 
lands, and of France as it was of Britain. Until they could be reasonably 
sure of securing adequate foreign exchange to pay for essential imports 
of food and raw materials, they were reluctant to relax their quanti- 
tative and monet 2 try controls over imports or to abandon their bilateral 
trading arrangements. Their major preoccupation was the rehabilita- 
tion of their own productive capacities to the point where they could 
maintain a minimum of subsistence equitably distributed. At the same 
time they sought to export enough to earn the means of paying for 
essential imports. 

There were two sides to their embarrassment. *The first was the 
limited market open to theij exports in the United States. The world 
trading system of the past had been multilateral. The United States 
had bought raw materials mainly from the tropics, and had sold food, 
raw materials, and manufactures to the industrialized countries of 
Europe and to the recent European settlements overseas. At the same 



550 


THE COMMERCE OF NATIONS 


time it had imposed tariff barriers to the import of the most important 
products of the regions of recent settlement (for example, wool, but- 
ter, and meat), and to the manufactures of European countries.* In 
1938 the best customers of the United States had been Britain (from 
which the United States bought cents for every dollar of ex- 
perts); Canada (55 cents); Japan (53 cents); France (40 cents); Ger- 
many (60 cents); Netherlands (32 cents); Argentina (46 cents); Philip- 
pines ($1.09); Belgium (55 cents); Cuba (I1.40); U.S.S.R. (34 cents); 
South Africa (23 cents), and Australia (1 3 cents).' In only one instance 
— Cuba — among these countries did the United States buy more than 
it sold. These figures indicate that the re-creation of a world trading 
system could not be expected unless the United States was pr'ppared 

* Cf. League of Nations, The Network of World Trade, Princeton, 1942, p. ia6, for the 
commodity trade of the United States in 1938, from which the following typical cases are 
taken. The list includes all countries where the balance exceeded $8o million. 
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to take effective action to restore multilateral trade. This would have 
to be done by reorj^anizing proficfctivity in the raw-material exporting 
countries. At the same time the United States would have to lower 
its tariffs and buy more from thOvSe to whom it expected to sell its 
exports. 

The other side of the embarrassment of the western European coun- 
tries was the fact that, before they could increase their exports, they 
were faced with the necessity of restoring and improving their former 
productivity, and lowering their unit costs of production. It is true 
that many of their typical exports — such as fine woolen cloths from 
Britain, and wines and perfumes from France — had competed on a 
(|uality rather than on a price basis, but after the war the volume of 
their production was too small and the prices of their exports too high 
to secure large markets even if United States tariffs had been reduced. 
In any case these Fltiropean countries had to rebuild their stocks of raw 
materials, renew their equipment, and reorganize their productive 
and selling mechanisms, before they could expand their production 
and their exports. In most of them the currency was overvalued at the 
current exchange rates, so that the export prices were high in dollars. 

It was to be expected that such difficulties would occur in the transi- 
tion from war to jjeacc. Beyond those immediate difficulties there 
kximed the fear that, as alter the first World War, a succession of 
violent industrial fluctuations might occur. The quantitative and 
monetary devices by which trade is now regulated and restricted were 
imposed in the years of the great depression. In those years (1929-32) 
imports into the United States fell by about three-fourths. The United 
States was pro[x>sing that in return for tariff reductions and rehabilita- 
tion loans the European countries should pledge themselves to aban- 
don the use of import quotas, exchange controls and exchange depre- 
ciation, bilateral puniiase agreements, and all the other mechanisms 
of regulation that had been devised to protect their balances of pay- 
ments in a crisis. Remembering their difficulties in the interwar years 
and fearing a repetition of those difficulties on an even greater scale, 
these countries were reluctant to give such a ple3gc unless they could 
be assured that the Unitc;^ States would join them in concerted meas- 
ures to control cyclical business fluctuations. In the alternative they 
demanded the right in an emergency to take whatever steps might 
prove necessary to safeguard their economies from undue strains com- 
municated through the balance of payments. 



552 


THE COMMERCE OF NATIONS 


It was evident that the restoration of world markets depended in 
large measure upon the devising of national and international means 
to mitigate the severity of these periodic fluctuations of economic 
activity. If another depression should occur, comparable with that of 
1929-33, no country could refrain from taking all possible steps to 
prevent mass unemployment within its borders. National action would 
be taken, primarily by monetary expenditures combined with national 
planning, that would involve resort to controls over, exterilial pay- 
ments. International agreements to reduce tariff barriers and ip elimi- 
nate quotas, exchange controls, and bilateral trading arran^ments 
would not survive if such national steps were taken. 

Meanwhile, measures had been undertaken to put relief and re- 
habilitation on to an organized basis. A concerted program of Euro- 
pean recovery, aided by American loans and gilts, and worked out 
co-operatively between the Organization for European Economic Co- 
operation (O.E.E.C.) and the Economic C^ooperation Administration 
set up by the United States, was inaugurated in June, 1948. Such a 
program had been suggested in the Harvard speech by Secretary Mar- 
shall in June, 1947. His suggestion was that the European powers 
should consult together in framing a concerted reconstruction effort 
and that the United States would be interested in co-operating with 
such an effort. The response was immediate and vigorous. The U.S.S.R. 
refused to enter into the co-operative program and brought pressure 
on its satellite countries to abstain. But sixteen western and southern 
nations created the O.E.E.C. and took part in the preparation of esti- 
mates of European needs. When the report of the sixteen-nation com- 
mittee was presented to the United States, the President appointed 
three committees of officials and private citizens to examine it from 
the viewpoint of United States resources, of its prospective effects 
upon the United States economy, and of its necessity and adequacy. 
The investigations of these committees, supplemented by the per- 
sonal experiences influential members of Congress in Europe dur- 
ing the summer of 1947, provided a realistic basis for Congressional 
discussion of an effective European aid program. 

There were two related but separate aspects of the recovery program 
that were finally evolved. The first, and in many respects the most 
important, concerned the proposals made for action by the European 
governments themselves. Each of the sixteen European governments, 
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as long as it retained full sovereignty, was bound to carry the major 
responsibility for economic reconstruction within its territory. The 
United States negotiated separate agreements with each of these coun- 
tries concerning the methods by which American aid would be han- 
dled. But in addition a permanent commission, representative of all 
sixteen nations, was created and equipped with a competent staff. The 
United States Ambassador-at-large responsible for supervision in Eu- 
rope of the operations of the Economic Cooperation Administration 
maintained close touch with the Organization for European Economic 
Cooperation as well as with the individual governments. 

The second aspect of the recovery program concerned the amount, 
character, and method of aid from the United States in supplement of 
European action. In the United States, the constitution of the Eco- 
nomic Cooperation Administration as a new organ of government was 
in many respects the crucial issue of Congessional debate. It was con- 
stituted as a public corporation on the pattern of the Reconstruction 
Finance Corporation and the Tennessee Valley Authority, with powers 
defined broadly by Congressional legislation and appropriations. The 
principle of aid to Europe had been broadly accepted. It was recog- 
nized that it must be furnished over a period of years, but each year’s 
appropriation must be determined by Congress. Certain broad prin- 
1 iples were laid down by Congress, as for instance the proportion of 
loans to gifts, but wide latitude in conducting spec ific transactions 
was given to the Administrator. 

The* Organization for European Economic Cooperation was not 
the only official agency engaged in exploring ways of promoting more 
effective methods of inter-European economic co-operation. The Euro- 
pean Economic Commission of the United Nations (E.C.E.) was also 
working actively at Geneva with a competent staff. In an effort to 
break one of the most important bottlenecks in the postwar recovery 
of Europe, the Bank for International Settlements had developed new 
functions in respect to the clearing of trading balances and was en- 
gaged in devising methods for multilateral clcarinig between the Euro- 
pean countries. 

The coexistence of two«bodies with parallel aims — the E.C.E.. rep- 
resentative of all the European members of the United Nations, in- 
cluding the U.S.S.R., and the O.E.E.C., lacking the U.S.S.R. and its 
satellite countries — emphasized one of the dangers of regionalism. A 
somewhat similar situation arose with the Economic Commission for 
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Latin America of the United Nations and the economic activities of 
the Association of American States. Regional organization could be 
either a most useful supplement to world organization, or, on the 
contrary, it could develop into a substitute for world organization. In 
Europe as in the Americas, the United States was a member of both 
commissions, but in Europe the Organization for European Economic 
Cooperation was the channel through which the flow of United States 
aid was co-ordinated. Its creation outside the United Nation^ Organ- 
ization reflected the impossibility of acliieving co-operative recbnstruc- 
tion through any organization in which the U.S.S.R. possessed the 
power of veto. \ 

As the impoverishment of Europe was more clearly recognized and 
the spread of communism became more menacing, a number of in- 
fluential private groups began to work for closer integration of the 
western European countries. Official encouragement was given to this 
movement toward European union by the creation of the Organiza- 
tion for European Economic Cooperation, and also by statements of 
responsible United States officials. The fact that in every western Euro- 
pean country responsible and influential leaders were willing to give 
time and energy to exploring the approaches to European union was 
an encouraging fact. But the complexities of the question quickly 
became manifest. There were some publicists ready to jump to the 
idea of a Customs Union which would turn western Europe into a 
great free-trade area. Others were thinking in terms of military alli- 
ance. Still others contemplated either political confederation or a com- 
plete federal union. 

The more these proposals were explored, the greater the complexi- 
ties that were revealed. The nation-states of Europe have a long history. 
Their economic structure was developed organically within the politi- 
cal institutions of national sovereignty. There were marked differ- 
ences between them of economic organization, of labor supply, of liv- 
ing levels, of productive capacity, as well as inherited feuds and sus- 
picions that lay dee^ in the consciousness of each national group. It 
was a remarkable fact that the risks of economic disaster and of com- 
munist infiltration had aroused leading Europeans to the necessity of 
rising above narrow national viewpoints. The willingness at long last 
to discuss a rational organization of European manpower and resources 
was a great asset. But it could not exorcize the very real difficulties con- 
fronting any such rationalization.^ 
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One important aspect of postwar development that had to be taken 
into account was the crumbling of empire. Western Europe for more 
than three centuries had drawn economic support from the trade and 
investment that had organized the resources of its colonial empires. 
Those empires were rapidly passing into history. Until an efficient 
economic substitute was found for imperialism, Europe would not be 
able to rely upon the raw materials or upon the profits drawn from its 
former colonies. It continued to consume more than it was producing. 
There was a large deficit in its balance of payments witli the raw-mate- 
rial and food-exporting areas of the world. It was looking to the Eco- 
nomic Cooperation Administration to cover that deficit, and the 
United States was ready to appropriate dollars for that purpose over 
a reasonable period of time. The question was whether such emer- 
gency aid would be dissipated in maintaining traditional living levels 
and employment or whether it could be used as a lever by which 
to change the patterns of employment and stimulate production so 
that within a reasonable time Europe could again be economically 
independent. 

The temptation was great both in Europe and in the United States 
to regard the Economic Cooperation Administration primarily as a 
channel through which the United States could send relief to Europe. 
The relief aspect of the program could not be ignored. Inadequately 
nourished workers were not capable of sustained effort and initiative. 
But mere relief was inadequate. The essential need was to reorganize 
the productive capacity of Europe. This involved insistence that the 
European governments set aside for capital development upon a co- 
operatively agreed program the manpower, resources, and credit neces- 
sary to create the productivity which would render them independent 
of further relief. Co-operative agreement involved the brushing aside 
of cherished national interests and prejudices and the planning of the 
European economy as a whole. 

In planning particular projects of expenditure, the United States 
could make its aid conditional upon the ignoring of special interests. 
But if it did so it would lay itself open to the charge of economic im- 
perialism. In calculating the amounts of relief to be granted, it could 
correlate them with the development plans in Europe rather than 
with the deficit in the European balances of payments. This would 
enforce a curtailment of imports for consumption and might be 
attacked as lowering living levels. It could insist upon using its avail- 
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able funds to provide loans for solvent capital projects rather than 
gifts for consumption needs. It could insist upon facilities being given 
for the technology and know-how of American private enterprise to 
associate itself with European enterprise as one of the most effective 
means by which productivity might be increased. But in all these mat- 
ters it was evident that the actual arrangements agreed upon in de- 
tailed projects would need to come delicately close to interference 
with the domestic economic policies of the recipient countries. 

Effective aid entailed using it as a lever to induce more rational and 
effective use of European manpower and resources. Lending or gifts 
which did no more than maintain living levels, prices, exchange rates, 
and export costs at levels that would prove untenable when the pro- 
gram came to an end would be merely an evasion of the real issues. 
Extensive reorganization of the European economy was necessary. 
This entailed the breaking down of national prejudices, the ignoring 
of special, local, and group interests, and the introduction on a large 
scale of improved production and marketing processes. The only way 
in which such a reorganization could be achieved was by consultative 
co-operation. In addition to the relief it brought to ease the suffering 
in Europe, the Economic Cooperation Administration had created 
mechanisms for the continuous exchange of technical assistance, 
know-how, and scientific knowledge. It offered Europeans an op- 
portunity to realize the truth expressed by Friedrich List when he 
said that wealth is less important to a nation than the power of pro- 
ducing wealth. 


THE CRUMBLING OF EMPIRE 

The second World War and its aftermath threw into sharp relief 
significant shifts of power in the Western world. The extraordinary 
productivity and political prestige of the United States, the rise to 
world power of the U.S.S.R., and the impoverishment of western Eu- 
rope were facts of tremendous importance. They marked the end of the 
era during which western Europe had dominated world politics and 
world economics. That the western European states would recover 
some of their former strength was more than probable. But it was 
highly improbable that they could ever regain the pre-eminence that 
had made them during the nineteenth century the organizing center 
of world production and trade and the focus of political world order. 
The basic economic trends were running against them. Power is based 



557 


THE AFTERMATH OF WAR 

I 

upon population, material respurces, technical skills, and organiza- 
tion. In all these respects, the tinited States and the l 5 ,S.S.R. were 
more favorably placed than were the western European states. It 
would be an interesting exercise in political geography to map the 
centrifugal trends of economic and political power in the Western 
world. The concentration of economic and hnancial, and therefore 
of strategic and political, power in Britain reached its peak in the 
third quarter of the nineteenth century. Up to the first World War, 
Germany and the other states of western Europe gained an increasing 
share in that power. Two destructive wars then threw it to the United 
States and the U.S.S.R, 

One essential element of western European economic and polipcal 
strength had been the dominance of vast areas in Asia and Africa by 
trade, investment, and military force. The trade routes had led to the 
ports of western Europe. The economic development of the colonial 
world, including many countries that had retained their political in- 
dependence but had yielded to economic penetration, was determined 
by the demands of a world market centered in western Elurope. This 
nineteenth-century organization of world order was a remarkable 
achievement. V^ast empires had been lightly held. A combination of 
naval force and skeleton garrisons at posts commanding strategic 
waterways had been sufficient to keep open the sea lanes. The threat 
of punitive expeditions had sufficed to maintain authority where it 
was directly exercised by European states and to ensure economic 
access where authority remained in the hands of local rulers. It is a 
significant fact that Britain, the greatest colonial power and the great- 
est trading country, did not find it necessary to resort to conscription 
before 1914. The real instrument of domination was economic power 
buttressed by skillful administration. 

The crumbling of these imperial systems and of the world trading 
organization constituted a major element in the weakness of western 
Europe after the second World War. The system of world trade based 
upon the economic and often upon the political subordination of 
dependent peoples had been irretrievably wrecked. The distress of 
western Europe was aggrai^ated by its inability to draw upon the raw 
material and food resources of colonial empires which had them- 
selves been heavily damaged by the second World War, and which 
sought independent development as free nations. 

This crumbling of empire posed difficult questions of policy for 
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the United States and the U.S.^R. as well as for the western Euro- 
pean powers. The American people were disposed by their own his- 
torical experience to sympathize with other peoples struggling for 
political independence. But a new and uncertain equilibrium of 
power was in process of being tested. The United States and the 
U.S.S.R., each in its own way, was taking the measure of this new power 
situation. The United States had pushed its defensive outposts to the 
boundaries of Asia. It was deeply committed to positive policies of 
economic assistance to western and southern Europe. In the Near 
East — the strategic land bridge joining Europe, Africa, and Asia — the 
richest known oil reserves essential for modern war were being de- 
veloped, largely by American capital and enterprise. Free access to 
the eastern Mediterranean became a strategic necessity for the United 
States. The power struggle came to the surface in incidents that oc- 
curred in the borderlands of the continental mass controlled by the 
U.S.S.R. It was confused by a conflict of ideologies. The crumbling 
of empire created a great power vacuum in which the constructive 
forces of capitalism and the Soviet challenge to them were bound to 
compete for the allegiance of practically half the world’s population. 

What was at stake in the colonial world was not the territorial sover- 
eignty over dependent peoples that traced back to the Portuguese 
and Spanish conquests in the sixteenth century. It was the economic 
organization of the colonial territories that developed during the 
nineteenth century, following the Industrial Revolution in Europe. 
The characteristics which distinguished this from earlier colonial de- 
velopment derived from the extension of the market in time and space 
which drew them into the currents of nineteenth-century investment 
and trade. Until the machine methods of the Industrial Revolution 
gave western Europe a decisive advantage in manufacturing produc- 
tion, the colonial economies had not been fundamentally affected by 
their political subordination to the aggressive Western powers. It 
was only when their arts and crafts were subjected to the competition 
of cheap machine-made imports that economic and social deteriora- 
tion began to make this subordination felt in the daily lives of the 
working population. At fhe same time, there began the foreign 
processes of organization and investment that turned their agricul- 
ture more and more toward production for the world market. 

These economic processes brought increased productivity. They 
dislocated the old and primitive systems of agriculture and handi- 
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crafts and went far to destroy the social discipline as well as the eco- 
nomic balance of the village communities. But they brought new 
methods and processes as well as procfucts and organized them with 
the vigorous enterprise and scientific skills as well as the capital equip- 
ment of the Western world. It is true that these new processes re- 
mained dependent upon the fluctuations of effective demand in the 
world market. Shifts in demand for the natural product — as \yhen the 
swollen production of indigo was displaced in a few short years by 
competitive chemical dyes — introduced a new kind and degree of 
economic instability. In the main, however, the impact of Western 
trade had been economically beneficial to the dependent peoples. 
The startling increases of population that took place throughciut the 
colonies were evidence that the margins of subsistence had been 
raised. This indeed was one of the stark elements of tragedy in the 
immediate postwar situation. Numbers had increased because of im- 
proved methods of food production and because of heavy exports of 
raw materials, but the scientific knowledge, technical organization, 
and capital equipment which had made possible this increased pro- 
ductivity remained in alien hands. The colonial peoples faced a tre- 
mendous task in attempting to make themselves not only politically 
independent, but economically competent. 

The outthrust of western Europe after the Industrial Revolution was 
primarily economic and only secondarily political. We can understand 
this if we recall what happened within the United States, where not 
only the Indians but the Mexicans in the West and Southwest were 
swept aside by the relentless enterprise of aggressive individuals in 
search of economic opportunity on the frontiers of settlement. This 
was the process of expansion — the moving frontier of trade, settle- 
ment, investment, and missionary enterprise — described by a historian 
of the British Empire as leading, wherever the local inhabitants proved 
recalcitrant, to territorial imperialism. During the latter part of the 
nineteenth century the economic frontier had moved steadily across 
Africa and Asia. A succession of colonial wars marked its progress. 
Despite the protests of liberal free traders, the great powers competed 
with each other for access to undeveloped areas of raw materials. Their 
competition had risen to a peak in the latter part of the nineteenth 
century, when vast new empires were carved out in Africa and south- 
east Asia and a scramble set in for spheres of influence in China. Be- 
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hind this renewal ol imperialipi lay the triple search tor markets, 
for raw materials, and for investment outlets. * 

The first World ^\^ar had not greatly changed this pattern. Hos- 
tilities had been confined to Europe and the Near East. Germany was 
deprived of her colonial possessions and the Turkish Empire was 
broken up, but the great colonial powers — Britain, France, the 
Netherlands, and Belgium — retained undisputed possession of their 
empires. New forces, however, were at work. The prestige of the 
dominant Europeans had been undermined especially in the Far 
East by conflict among themselves and by the stripping of concessions 
and extraterritorial privileges from Germans and Austrians. The 
German colonies and substantial fragments of the Turkish empire 
had been distributed among the British, French, and Japanese em- 
pires. This was in the form of mandates subject to international super- 
vision. The welfare of dependent peoples had been recognized as 
“a sacred trust of civilization.” While the areas thus placed under 
mandate were relatively insignificant, the enunciation of the welfare 
principle encouraged the independent movements that were spring- 
ing up among the more developed colonial peoples and gave impetus 
to experiments in “indirect rule” over the less developed peoples. 
Indeed it went far to change the spirit of colonial government every- 
where. Throughout the interwar years the drift of policy was toward 
native welfare rather than the exploitation of trading and investment 
opportunities. In some cases notably Puerto Rico and the British 
West Indian islands, this involved substantial grants from the ex- 
chequer of the colonial power concerned. This policy was extended by 
the British Parliament in voting the Colonial Development and Wel- 
fare Act, 1940, and subsequently in the development of more elaborate 
programs particularly in Africa. 

The effect throughout southeast Asia of the political and economic 
progress of the Philippine Islands after they had passed under the 
rule of the United States in 1898 should not be ignored. While criti- 
cisms have been made of certain phases of the adjpinistration of the 
islands, the broad fact stands out that it was directed tow ard preparing 
^ the way for independence.dnevitably there were Filipinos who chafed 
at the slowness of political emancipation and criticized the economic 
operations of American interests, though these never developed on a 
great scale. On the other hand, the inclusion of the islands wdihin the 
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United States tariff^ area fostered economic development by giving 
Philippine exports free access to'the United States ma/ket. Indeed 
the anxiety of competing interests to get rid of Philippine competition 
was a factor in the passage of the Jones Act of 1916 which promised 
independence to the Philippines “as soon as a stable government could 
be established therein.” 

After long delay the Philippine Independence Act, 1933, and the 
Act bearing the same title in 1934 authorized the calling of a conven- 
tion to draft a constitution, republican in form and containing a bill 
of rights. It provided for a ten-year period of transition and the 
gradual withdrawal of privileged access to the United States market. 
This was accepted by the Filipinos, and on July 4, 1946, the Philippine 
Republic was inaugurated. Preferential treatment was provided for 
Philippine exports to the United States so that the islanders were not 
deprived suddenly of their greatest market. The preference is to 
be diminished until it finally ends in 1974. The feeling created by 
benevolent administration for half a century and by the generosity 
with which full independence was finally granted, while assuring the 
Philippine Republic of political and economic support, provided a 
notable proof of Edmund Burke’s dictum that “not seldom in politics 
is magnanimity the truest wisdom.” Filipino resistance on Bataan and 
in guerilla warfare throughout the period of Japanese occupation 
was in striking contrast with the almost simultaneous events in Singa- 
pore. 

The effect of the second World War was, on the whole, to accelerate 
the trend toward colonial independence. Japan was stripped of all her 
conquests. The U'.S.S.R. annexed the Kuriles and southern Sakhalin. 
Formosa and Manchuria were returned to China, and the Pacific is- 
lands were taken over by the United States under a form of mandate 
that enabled them to be used as advance military and naval bases. 
The fate of Korea, which had been promised independence, was still 
in the balance. But the net effect of the Japanese defeat had been to 
strengthen the forces making for independent nationalism elsewhere - 
in Asia. 

India achieved its freedom, though at the cost of partition. After 
decades of mounting pre^ure, the British government at last took 
farsighted action in refusing to delay its withdrawal, despite the diffi- 
culties involved in partition and the worsening of religious and racial 
riots. Instead, it took the initiative in 1946 in bringing to birth the new 
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dominions of India and Pakistan, with the full understanding that at 
the end of rf^year they would be free to withdraw from the Common- 
wealth and set themselves up as independent states. Both chdse to 
remain within the Commonwealth, though India has become a re- 
public. Burma was constituted a self-governing dominion, but at the 
end of its first year of dominion status voted overwhelmingly for in- 
dependence. Ceylon became a self-governing dominion. A new federal 
constitution with enlarged powers of representative government was 
negotiated for British Malaya, and the personal sovereignty of the 
Brooke family that had ruled Sarawak for a century was bought out, 
thus enabling Borneo to move further along the road to self-|govern- 
ment. ^ 

In the Dutch East Indies somewhat similar steps were taken to 
separate the islands from the Netherlands control. An independent 
republic was proclaimed by Indonesian leaders and civil warfare was 
restrained only by an uneasy truce resulting from intervention by the 
Security Council of the United Nations. Meantime a Dutch proposal 
was advanced to constitute a United States of Indonesia, of which the 
new republic would be a constituent state. The French possessions 
in the Far East also revolted. The revolt was suppressed and the French 
government strenuously resisted the movement for self-government 
for Indo-China.® The French intention to maintain intact its imperial 
position in the Far East was demonstrated by a proclamation that the 
enclaves of Pondicherry, Yanaon, Karikal, and Mahe, which were all 
that remained of its once extensive Indian empire, would be pre- 
served. No such announcement was made concerning the remnants 
of the Portuguese Eastern empire — Diu, Daman, and Goa in India, 
Macao in China, and part of Timor in Indonesia — but there was no 
evidence that they would be voluntarily relinquished. Despite these 
intransigeant attitudes, there could be no doubt that empire in the 
East was passing into history. 

In the Near P2ast the disposition of the Italian colonies in Africa 
was still undetermined but it was almost certain that they would be 
placed under someTbrm of mandate. Trans-Jordan had followed Iraq, 

®The agreement signed l)etween France and the Viet-Nam (Annamcse) leaders at 
Hanoi. March 6. 1946, lecognized Viet-Nam as a free state with its own government, 
including parliamentary institutions, army, and finances; hut within the Indochinese 
Federation, wfiich in turn is a part of the French Union. Later France interpreted this 
agreement as applying only to a restricted area in Northern Annani. 
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Syria, and Lebanon in attaining its independence. Egypt had secured 
a notable revision of its treaty with Britain. The Palestine mandate 
held by Britain had been suitendered to the United Nations when 
Jewish resistance made it untenable. Before the United Nations had 
been able to implement the partition of the mandate, the new state of 
Israel proclaimed its independence. To the south, the Union of South 
Africa had proposed to incorporate within its territory the mandated 
area of southwest Africa, but this proposal was rejected by the United 
Nations Assembly. Indeed, the debate on this question led to what 
amounted to censure of the Union government’s native policy in its 
own territory. 

What bearing did these political changes have upon economic 
policy, and particularly upon the prospects of expanding world trade? 
It was clear that they had aggravated the impoverishment of western 
Europe and the demands made upon American resources for relief 
and rehabilitation. In particular they had aggravated the dollar 
scarcity which had made it necessary for the western European peo- 
ples to rely not only upon American food and raw materials but upon 
credit with which to buy them. In 1938, the United States had im- 
ported from India, Burma, Ceylon, and the Dutch East Indies raw 
materials to the value of $361 million. Ten years earlier, the imports 
had been $586 million, equal after the 1934 devaluation to $992 mil- 
lion of the present currency. In 1946 and 1947, imports from these 
countries were negligible. The decline of these dollar-earning ex- 
ports was a severe blow, both to the colonial territories and to Britain 
and the Netherlands. The latter were forced to buy in the United 
States without the dollar receipts from colonial exports not only what 
they would normally have bought there, but much of what they could 
formerly buy in the colonies. This short circuit in the currents of 
world trade had crippling effects throughout the trading world. 

Moreover there was a serious loss of capital assets. Immediately 
before the second World War and during its early^stages before lend- 
lease began, the British in particular had drawn heavily upon such 
overseas capital assets as were realizable in order to secure dollars with 
which to purchase food, munitions, and equipment from the United 
States. Then came the Japanese conquests and a long period of oc- 
cupation during which plantations and capital installations deterio- 
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rated. Wherever civil conflict ensued, as in the Netherlands East Indies, 
further destruction took place, some of it wanton and all of it bound to 
cause suffering to the local j>opulation.» 

Nor was it possible in the disturbed political conditions of most of 
these regions to expect renewed investment of private capiul. The 
multilateral world trading system might have been restored in some 
measure if oil wells and refineries, tea, sugar, tobacco, kapok, and 
rubber plantations and factories, tin mines and smelters, coidd have 
been put into working order again. The exports of machinery and 
the technical services necessary for such reconstruction would have 
served to buttress the economic recovery of the European countries. 
The restored output of raw materials to the United States woul4 have 
furnished dollars to pay for the imports the European countries must 
draw from the United States, while providing employment for the 
colonial peoples. But before this circle of mutually profitable invest- 
ment and trade could have been restored, it was necessary to negotiate 
a settlement of political controversies and to reach agreement upon 
the nature and conditions of the investment to be made. 

This was the nub of the conflict. For a century and more the de- 
pendent peoples had furnished labor for foreign-owned and foreign- 
directed enterprises. The impact of these enterprises had disturbed 
the self-sufficient village economies and had gone far to destroy the 
social structure which rested upon them. The most potent elements 
of disturbance had been the introduction of a money-economy by the 
recruitment of wage labor, and the use of land for large-scale planta- 
tions. The increased productivity resulting from more efficient West- 
ern methods of production and the use of capital equipment had been 
diverted in the past largely to the payment of dividends on the capital 
invested. That part of increased productivity which went to the wage 
earner had been swallowed in increases of the population. It was not 
possible after the war to go back to a primitive, subsistence economy. 
There were too many mouths to be fed. By some means or other these 
peoples had to continue their progress toward modern economic meth- 
ods of productior!>3r suffer hardship, disease, and famine on a scale 
that defies imagination. Throughout this whole region of eastern and 
southeastern Asia — one of the richest remaining areas of strategic raw 
materials — there was a confusion of policy in regard to economic de- 
velopment. 

In some countries, notably the Philippines and India, there was a 
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disposition to welcome private ft^reign investment, and Jto go a long 
distance in providing political guarantees for its profitable operation. 
It was highly unlikely, even in the most favorable circumstances, that 
alien capital would ever again be allowed to operate as freely and to 
draw such heavy dividends as in the colonial era. Nevertheless there 
was considerable scope for long-term direct investment with local 
participation in ownership and management. I'he credit of most 
governments in this area was too weak to warrant the expectation 
of loans on the scale necessary for large-scale economic development, 
but direct investment which carries with it technical skills and effi- 
cient management (ould be an effective force in training local tech- 
nicians and managers. New forms of organization were needed in 
which national governments in default of local enterprise might 
join with foreign enterprises in creating mixed corporations for the 
development of specific products or services. 

The economic development of these regions presented a challenge 
to private capitalism to demonstrate its realistic efficiency in coming 
to terms with a new political situation. New methods of investment 
and operation were necessary. It was no longer possible to develop 
production primarily for the world market. 71ie insistent demand 
that the needs of the local communities take priority had to be recog- 
nized. Nor was it possible to retain ownership and management ex- 
clusively in foreign hands, however efficient they might be. One of 
the major objectives of the newly awakened nationalism was the train- 
ing of technicians and organizers competent to hold their own in 
competition with the scientific West. The Asiatic peoples were not 
content to remain second-class world citizens. For a century they had 
paid the price of ignorance. Now that they had gained control of their 
own political destinies they were determined to learn the scientific 
and industrial secrets of Western efficiency and power. Here was an 
opportunity for the free enterprise of the United States. If ways and 
means could be devised to work tvith and strengthen the economic 
organization of the peoples with whose aspiratioiy^for national in- 
dependence Americans were sympathetic, the American way of life 
would not only be consolidated at home, but be firmly lodged abroad. 

Many of the leaders of the new nationalisms in the economically 
undeveloped countries placed their faith in government rather than 
business planning for development. There were great public works of 
national and often of strategic importance which had to be under- 
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taken by government if they were to be undertaken at all. The capital 
costs were too high and the returns too slow for transport systems 
and hydroelectric dams to be constructed by private enterprise in 
weak and capital-poor countries. The basic heavy industries such as 
steel could not be left to uncontrolled private enterprise, if only be- 
cause their location was strategically important. For such expendi- 
tures national governments turned first to the International Bank for 
Reconstruction and Development in so far as they needed! foreign 
loans. In default of assistance from such an international agency, many 
of them sought to secure credits from agencies of national govern- 
ments such as the Import-Export Bank of the United States. But if 
need be, they contemplated industrialization by the Soviet method of 
progressive, controlled inflation by which labor and materials can 
be diverted to national purposes while levels of living are kept low. 

In the narrower field of commercial policy as well as the field of 
international investment, the crumbling of empire created difficulties 
for the United States. Even during the war, India had not been willing 
to subscribe to Article VII of the lend-lease agreements, by which the 
recipients of lend-lease agreed to pledge themselves to a reduction of 
tariff barriers and other impediments to the free exchange of goods. In 
the negotiations on the International Trade Charter during 1947. 
India was joined by other economically undeveloped countries in in- 
sisting upon recognition of the right of a developing country to estab- 
lish infant industries by imposing not only tariffs, but quotas and other 
import controls. The United States, whose own tariff was developed 
in the first period of its independence primarily as an instrument of 
economic development, was in a weak position to oppose the argu- 
ments adapted from Alexander Hamilton’s Report on the Subject of 
Manufactures. Provisions were therefore written into the Charter by 
which the right to protect infant industries was recognized, subject 
to consultation with the International Trade Organization. 

The conclusion to be drawn from these facts would seem to be 
clear. As the woi 4 d emerged from the debris and dislocation of war 
and statesmen approached the task of organizing international eco- 
nomic relations in the postwar world, they were confronted with 
fundamental changes in its political and economic contours. Any 
attempt at reconstruction of former relationships would inevitably 
have failed. The methods that had proved useful in the past had to 
be re-examined and adapted to th^^new situation. In many cases new 
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methods had to be^ invented. I^yorld trade was to be restored, the 
major responsibility and initiative fell upon the United States, which 
emerged from the war with unparalleled economic strength and leader- 
ship. That strength, however, had become 'more dependent than in 
the past upon access to raw materials and markets. War demands had 
made serious inroads upon the reserves of raw materials that are vital 
both for war and for peacetime productivity. Moreover, both industry 
and agriculture in the United States were geared to world markets. 

Western Europe, the organizing and focusing center of world trade 
in the past, had been impoverished and weakened to the point where 
it was not only incapable of leadership but was itself desperately de- 
pendent upon American assistance. The cpionial empires which had 
been tributary to its strength were in process of breaking away from 
their tutelage. As the former colonial peoples groped toward political 
independence, they were threatened by economic disaster because of 
the breakdown of the organization upon which their recent growth 
had been postulated. They could not revert to the primitive simplicity 
of village agriculture and handicrafts. There were too many of them. 
The only path for them to travel was toward more complete moderni- 
zation. ‘ 

Meantime the U.S.S.R. had extended the range of its influence and 
consolidated its power on the great continental mass stretching from 
central Europe across Asia. Only the peninsulas of Europe and Asia 
lay beyond the control of this heartland. At strategic points along its 
boundaries — Finland, Austria, Greece, Iran, Manchuria, Korea — 
incidents quickly occurred to demonstrate how, like wrestlers sparring 
for a hold, the two giant powers were testing each other’s will and 
strength. As long as the Mediterranean was held, the mineral riches 
of Africa lay beyond the Soviet grasp. But other great areas of mineral 
wealth, the Near East and southeast Asia, lay in the no-man’s land 
along its borders. The peoples of this area were slipping from the 
weakened hold of the western European powers and were striving to 
build an independent life for themselves. Thus mujjj more even than 
the welfare of half the world’s population was involved in the choice 
they would make of allies in their struggle for freedom. 

THE SOVIET CHALLENGE 

While the economic structure of the U.S.S.R. and its prewar eco- 
nomic achievements are reasonably well documented, there is a great 
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lack of factual and statistical information concerning economic de- 
velopments in the Soviet Union since the outbreak of the second 
World War. The rise of the U.S.S.R. to political and economic power 
was a fact that should have been clear to prewar analysts. At the close of 
the second World War, there was no longer any doubt that the Soviet 
experiment constituted a challenge to the capitalist system of imperfect 
competition — a challenge which had already exerted a considerable 
influence on political and economic thinking far beyond the bound- 
aries of the U.S.S.R. itself. As this influence extended, it evoked emo- 
tional reactions so that even the most prosaic and best-authenticated 
facts became charged with controversial implications. Nevertheless, 
it would be unrealistic to omit from any study of international eco- 
nomic relations the significant fact that the U.S.S.R. had betiome a 
potent factor in world economics as in world politics. 

To a historian concerned with the rise and fall of civilizations, the 
Soviet revolution appeared as the first powerful reaction to the impact 
of the Industrial Revolution from the world outside the dominant 
north Atlantic countries. Such a reaction would be likely to be fol- 
lowed by others no less significant. For at least three centuries and, 
since the Industrial Revolution with overwhelming power, the impact 
of the Western civilization upon the rest of the world had been irre- 
sistible. The Russian revolution being based upon a denial of the 
capitalist philosophy of individualism, constituted the first counter- 
offensive to this Western drive. The forceful superiority of the West- 
ern world had been derived from the applications of scientific knowl- 
edge to industrial production. However, these devices w^ere not neces- 
sarily dependent upon the economic institutions and principles of 
private enterprise. It seemed entirely possible that further reactions 
against those institutions and principles might come from Asia, and 
that, in meeting such challenges the European countries and the 
United States might have to modify their institutions. The philosophy 
that lay behind the French Revolution in 1789 had achieved some 
of its most praci^jal applications during the nineteenth century in 
Britain and the United States which were in a position to apply what 
was useful in that philosophy by evolutionary modification of their 
institutions. It could happen that the lessons of the Bolshevik Revolu- 
tion, shorn of their destructive feattires, might exercise a similar 
revolutionary influence over the Western civilization in generations 
to come. 
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No one can understand the fundamental forces now ^ work in the 
Western world who does not r^kUze that they are primarily the result 
of individual enterprise and the sense of individual responsibility. In 
the development of the Western world and its impact upon other 
societies, the philosophy of individualism found expression in every 
aspect of human activity — in political democracy and the religious 
reformation, as well as in an economic system built upon private enter- 
prise. But it was the economic pressures which most directly affected 
the non-European peoples- It was too soon to conclude that the driving 
force of individualism had lost its impetus because at the close of the 
second World War it was faced with complex difficulties of readjust- 
ment. 

There could be no doubt that the challenge to individualism was 
real. If this challenge was not met successfully, its failure would signal 
the end of the historical era during which international trade had been 
the potent means by which the dominant manufacturing countries 
had organized the economic life of the world. The straits to which the 
western European countries had been reduced by the second World 
War left the United States and a few smaller countries of the new 
world as the repositories of the individualist tradition. Less than lo 
per cent of the world’s population carried this responsibility. In the 
U.S.S.R. alone, almost lo per cent of the world’s people were com- 
mitted to the alternative of organization by communist principles. 
The remainder of the world’s population, including the 50 per cent 
who lived in eastern and southern Asia, would weigh the merits of 
these philosophies and of their application in economic life. 

The philosophy of individualism had not gone unchallenged even 
in the nineteenth century. The commercial success which had accom- 
panied the British experiment in laissez faire gave authority to the 
economic doctrine of competition. Attention has been drawn to 
notable bodies of dissent from that doctrine. The Marxian dissent 
became the creed of the Soviet experiment. That creed was primarily 
a philosophy of history and not a blueprint of ecbn.«Tnic planning. Its 
significance might be seen most readily in the conflict, which ran 
through all the major pol/tical disagreements of the postwar period, 
concerning the meaning of democracy. The philosophy of individual- 
ism, enshrined in the Constitution of the United States, interpreted 
democracy primarily in terms of individual civil rights. Numerous 
attempts had been made just after the second World War to draw up 
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a bill of human rights that would safeguard individual liberties. Those 
attempts encountered a Soviet definitiop of democracy that was based 
primarily upon the Marxian analysis of history as a reflection of class 
conflict. In the Soviet definition, the toleration of minority opinion 
and action — one of the most cherished ideals of Western democracy 
— constituted anarchy rather than democracy. The reason for this was 
that in the Soviet view it permitted entrenched minorities to thwart 
the purposes of democracy. j 

When the leaders of the Soviet revolution took the responsibility 
for government in 1917, they did so in the belief that they were ful- 
filling a historic mission and inaugurating the dictatorship pf the 
proletariat." Marx, who was no utopian, had not sketched any blue- 
print of communist organization. He had prophesied that wheh the 
revolution actually placed the leaders of the proletariat in power they 
would have “to pass through long struggles, through a series of historic 
processes, transforming circumstances and men.” 

The leaders of the Bolshevik Revolution realized from the begin- 
ning that they could not retain control of the state and use it to re- 
organize the economy along communist lines if they allowed foreign 
trade to continue unregulated. As early as December 29, 1917, a de- 
cree was issued instituting a system of licenses for imports and exports. 
This system quickly proved unworkable. It was replaced on April 22, 
1918, by a state monopoly of foreign trade. 

The revolution had aimed at replacing the capitalist system by a 
completely new organization of society, in which the means of pro- 
duction would be nationalized and used according to a centralized 
plan. Its leaders, therefore, could contemplate neither foreign invest- 
ment in Russia, a flight of capital from Russia, exports by private 
individuals, nor imports competing with the products of state enter- 
prises and state-regulated production. The first requisite of a planned 
economic system was complete regulation of all economic transactions 
with the outside world. In the circumstances, this meant a virtually 

7 The original meaning of the word, from the Latin jiroles meaning offspring, was “the 
lowest class of the community in ancient Rome, regarded as contri))uting nothing to the 
state but offspring.*’ M late as 1871, it was used in this sense: “Athens had her slaves, 
Sparta her Helots, Rome her proletariat.” Hence it was applied in modem times, often 
with a hostile connotation, to the poorest class of the community. The growth of the 
capitalist system, however, specialized its meaning as “that class of the community which 
is dependent on daily labor for subsistence, and has no reser\'e or capital; the indigent 
W'age-earners; sometimes extended to include all wage-earners; working men, the laboring 
da^.“ It is in this specialized economic sense that Marx used the word. 



THE AFTERMATH OF WAR 573 

complete severance of external contacts. This was particularly so since 
the conclusion of peace with GerUhyfiny by the Treaty of Brest-Litovsk 
(March 3i 1918) had been followed by refusal of the Western powers 
to grant credit or to accept payments from the Soviet government 
even in gold. In 1913 the value of Russian exports had been 1,520.1 
million roubles; by 1919 it had fallen to 0.1 million roubles. Im- 
ports which in 1913 had been 1,374 million roubles had fallen in 1919 
to 3 million. 

This severance of external contacts lasted until the first temporary 
trade agreements were negotiated with Britain in March, 1921. At 
this time, the New Economic Policy was enunciated by which the 
pace of collectivization was temporarily slackened and some leeway 
was given to private traders. There was controversy within the Com- 
munist party concerning the wisdom of retaining the state trading 
monopoly by which all external transactions were conducted, or of 
abandoning it in favor of a system of tariff protection. The decision 
to maintain the principle of a state monopoly, even during the period 
of the New Economic Policy, was very significant. There had been 
administrative difficulties in organizing the mechanisms of the trad- 
ing monopoly. Some leeway had therefore been given to co-operative 
and other organizations within the U.S.S.R. It was not easy, in default 
of a complete planning system, to co-ordinate foreign trading trans- 
actions with the greater freedom of private transactions allowed for a 
time in internal trade. In an effort to attract foreign capital, experi- 
ments had even been made with companies in which foreign investors 
joined with U.S.S.R. government enterprises to operate foreign trade 
concessions; but these mixed companies were always supervised by 
the Foreign Commissariat and were ineffective. As the U.S.S.R. con- 
solidated its organization, both imports and exports gradually in- 
creased. They never reached the prerevolution levels. 

In November, 1925, a significant step in Russian economic policy 
was taken by merging the commissariats of foreign and internal trade. 
This involved a shift in emphasis from the exter^^ai^to the internal 
aspects of economic development of the national economy. Thereby 
the advantages to be gained from retaining all foreign trade in the 
hands of a state monopoly and from gearing that monopoly to the 
needs of the planned internal economy became decisive. Such a mo- 
nopoly protected the internal economy and its price structure from 
disturbing external influences. It enabled the authorities to regulate 
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by administrative decision both imports and exports in accordance 
with the requirements of the planned development of industry or in 
conformity with foreign policy. It freed the monetary system from 
strains originating in pressures on the external balance of payments. 
In 1926 measures were taken to make the Soviet national currency 
a medium of purely internal transactions, with all foreign exchange 
transactions monopolized by the state bank. 

The decision to maintain a state trading monopoly Imd been a 
necessary step toward the planned development of communism 
within one country. That development, which was to take definite 
shape with the promulgation of the first Five Year Plan i^ October, 
1927, had been foreshadowed in the early proposals for economic 
planning during the first years of civil war and foreigjn intervention. 
Complete control of all foreign transactions left the way clear for 
planned industrial development, unhampered by any attempt to 
maintain a currency system that had to be regulated by reference to 
the balance of international payments, or by dependence of the na- 
tional market upon the world market. 

It is important to stress these decisions by which the autonomous 
development of the Russian economy was made possible. The national 
planning of production, employment, and prices called for a compre- 
hensive and complicated system for the allocation of productive re- 
sources. It was not easy to integrate the plans for rapid industriali- 
zation, to arrange a smooth flow of materials, to provide the necessary 
labor in the areas where industry was located, to organize the produc- 
tion and distribution of food, clothing, and shelter, and to create an 
adequate system of transportation. An immense bureaucracy had to 
be organized. There was a shortage of technicians.® There was a great 
deal of resistance, particularly among the richer peasants, but this 
resistance was ruthlessly liquidated. There was no complication on 
the monetary side. The Soviet economists had worked out and put 
into practice much earlier than the monetary theorists of western 
Europe, a moneSiaty system which adjusted the volume of purchasing 
power to the planned output at planned prices. This was a system of 

« 

8Cf. Stalin’s speech at the Fifllt All-Union Conference of Industrial Specialists, Febru- 
ary 4, 1931, cited by A. Baykov, The Development of the Soviet Economic System, Cam- 
bridge, 1946, p. 175; ’’Not until there are among us, Bolsheviks, enough people familiar 
with techniques, economics and finance, shall we have real unity of control. . . . We 
must master techniques, we must become ourselves masters of the tr^de. In the period 
of reconstruction technique decides everything.” 
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progressive but controlled inflation, designed to limit consumption, 
and by taxation or specially dipsigned consumption*traps (such as 
cheap travel) to draw private expenditures into channels that did not 
interfere with the main program of planned industrialization. 

The result was in many respects an impressive achievement, though 
it has been exaggerated by the statistical methods used to measure it. 
The League of Nations statisticians have pieced together from Russian 
statistics an index of manufacturing production, based on 1925- 
29 = 100. This index rose from 10.5 in 1920 to 702.7 in 1938. Thus 
between the base period 1925-29 and 1938, Russian production in- 
creased sevenfold. In consequence of this rapid increase the U.S.S.R. 
took second place among the world’s manufacturing countries, dis- 
placing Germany and Britain.® The index used may seriously exag- 
gerate the increase of production. But no one questions the fact that 
the U.S.S.R. today is second only to the United States in total in- 
dustrial production. 

Despite the increase in heavy industry, the U.S.S.R. remained a 
country of low productivity and living levels. In 1926-29, a rough 
estimate of the dollar value per head of finished factory products 
other than foodstuffs placed the U.S.S.R. figure at $22 as compared 
with $254 for the United States. The rapid rate of indastrial develop- 
ment in the subsequent period reduced the gap, but in 1938 the per 
capita manufacturing production in the U.S.S.R. was still only about 
one-fifth of that in the United States. Moreover a large part of its pro- 
ductive capacity was devoted to the heavy industries rather than to 
the consumption goods industries, so that the living levels of the 
population were lower than the indices of manufacturing capacity 
might suggest. It has been estimated that the average Russian must 
work 583 hours while the average American works 38^2 hours to earn 

(»The percentage shares in world manufacturing production, as calculated by the 
League of Nations, Industrialization and Foreign Trade, Princeton, N.J., 1945, p. 13, 
were: 
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the price of a man’s suit. While there must be a large element of un- 
certainty in such calculations, tI#:^ifFerences are so great as to leave 
no doubt of the low living levels in the U.S.S.R.^® 


With vast territories, rich resources, and a large and rapidly increas- 
ing population, it needed only the accumulation of capital equip- 
ment and the acquisition of technical skills to place the U.S.S.R., de- 
spite its low living levels, second only to the United States in military 
power. The transformation of a peasant people into a potentially 
great manufacturing nation within one generation was a tour de force 
that will not be without significance particularly for other peoples in 
a backward state of industrial development. 

The conduct of foreign trade from the inauguration of the first 
Five Year Plan in 1927 to the outbreak of war in 1941 set the pattern 
for Russian postwar policy. In November, 1930, the organization of 
the Commissariat for Foreign Trade had again been separated from 
the Commissariat of Supply of the U.S.S.R. The monopolistic corpo- 
rations, into which the previous export and import joint-stock com- 
panies had been reorganized in February, 1930, now became the or- 
gans through which the Commissariat for Foreign* Trade functioned. 
The import and export needs of different regions and industries were 
thus co-ordinated by the Commissariat and tied into the over-all plan 
of industrialization, the transactions being carried out by the ex- 
port and import monopolistic corporations through the branches 
which they had been able to establish in various countries by 
treaty. 

The onset of the depression had caught this reorganization at a 
critical point. It forced an effort to mobilize exports, even of goods 
that were in short supply on the home market, in order both to meet 
commitments for imports already contracted and to take advantage 
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of the low prices at which imports needed for\he Five Year Plan 
might be secured. The volume of Soviet foreign trade rose to its high- 
est levels in the crisis years 1930 and 1931. Thereafter it declined 
steadily.'^ 

For a few months at the depth of the depression, increased Soviet 
exports caused a good deal of concern in some quarters. In order to 
obtain the foreign exchange necessary to pay for its planned imports, 
the U.S.S.R. had increased its exports and had lowered its prices par- 
ticularly of grain, lumber, and oil. The concentration of the^ exports 
upon a few markets evoked protests from the rival produces in the 
markets most directly affected. But it must be remembered that Soviet 
purchases were a stabilizing influence in otfier areas. In 1931, the 
U.S.S.R. took about 90 per cent of the world exports of tractors and 
55 per cent of all machine tools exported from the United Stales. In 
1932, it took 81 per cent and 74 per cent, respectively, of all machine 
tools exported from Germany and England. This disturbance of 
world markets was a temporary phenomenon. As the depression passed 
away, Soviet imports and exports declined once more. During the 
depression there was an outcry against the low prices at which Soviet 
exports were offered; but it is now recalled that the U.S.S.R. also in- 
creased its imports in a period when world trade was being sharply 
curtailed. The moral has been drawn in some countries that a bilateral 
agreement for planned trade with the U.S.S.R. might be a good in- 
surance against the possibility of future depressions. 

A still further reorganization of the Russian state trading system 
was carried through in 1935. The main objectives of this were to give 
greater flexibility of operation to the trading corporations, and to 
transfer payments and negotiations from their foreign branches to 
the home offices in the U.S.S.R., thus reducing the administrative 
expenses payable in foreign currency, and keeping tighter control 
over transactions. As part of the over-all plan of industrialization, 
plans were drawn up for exports, for imports, and for the balance of 
payments over a^efinite period. The implementation of these plans 
in detail was made more flexible. But foreign trade remained, as it 

Cf. League of Nations, World Economic Survey,'^ ipjr-2, pp. 159-^. The physical 
volume (quantum) of Soviet trade is quoted by Baykov as follows: 
index of 

Physical Volume 7939 79^0 79?/ 7953 7955 79^^ 79^5 79^6 795; 

Exports too 136 146 128 118 105 90 66 68 

Imports 100 141 161 116 62 47 * 5s 60 r >3 
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had been through the Soviet experiment, a subordinate and integral 
part of the planning of the national economy as a whole,* 

It has been claimed that this method of trading effectively corre- 
lated imports and exports and therefore avoided periodic strains on 
the balance of payments; that it provided effective protection for 
strategic and infant industries; that the calculation of import needs 
and export possibilities could be made in terms of national welfare 
rather than group advantage; and that economic policy was brought 
into line with other aspects of foreign policy. It is difficult, however, 
to draw any very clear conclusions from the Soviet prewar experience, 
since foreign trade was relatively small in volume, both as compared 
with that of other countries and as compared with pre-revolutionary 
Russian trade. A case could be made for the view that stability had 
been purchased at a high price in terms of progress, and that eco- 
nomic development might have proceeded faster if international 
contacts had been less restricted. 

After the close of the second World War, the U.S.S.R. continued 
to rely upon centralized economic planning. Inevitably the war had 
caused heavy material damage — probably heavier in the U.S.S.R. 
than in any other theater. Many of the achievements of prewar plan- 
ning, such as the Dneprostroi dam, had been destroyed. An effort was 
made to replace and supplement what had been lost. It was an am- 
bitious effort. The magnitude of the war losses could be gauged from 
the targets set in the fifteen-year postwar plan. In that plan inter- 
national trade played a role that was entirely subordinate. Russian 
expansion beyond the borders of the U.S.S.R. has attracted so much 
attention that it is important to stress the essentially nationalistic 
character of Soviet economic policy. 

The extension of Soviet influence over eastern and central Europe 
led to parallel organization in those countries. The grain-growing 
Junker estates east of the Elbe — including the agricultural lands ac- 
quired by Poland as well as the east Prussian area acquired by the 
U.S.S.R. — ceased to be a source of food for the industrial towns of 
western Germany, The divided estates were used to SiSpport a greater 
number of families engaged in mixed farming. Any surplus of grain 
production for export was* absorbed within the eastern European 
trading area. In the same way, the Danubian countries which formerly 
supplied western Europe with grain and other foodstuffs had less to 
export, and directed that export to the east rather than the west. 
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Within the zone occupied by the Russian arrtiies, the U.SvS.R. in- 
sisted uporf governments which were democratic in its definition. 
Those governments, whether they retained the forms of parliamentary 
democracy or were organized upon Soviet lines, established close 
economic relations with the U.S.S.R. Bilateral trade treaties which 
followed a common pattern were signed. The treaties usually sched- 
uled the goods to be exchanged. The U.S.S.R. exported raw materials 
for the most part against machines and manufactures. It is true that 
the pattern was not invariable even in the first postwar year J since the 
U.S.S.R. agreed to supply Bulgaria with manufactures in exchange 
for tobacco and raw materials. In general, the Soviet Union drew 
heavily upon its resources east of the Urals — t:otton, wool, and lumber 
as well as mineral ores — to pay for the capital imports needed for re- 
construction. 

The U.S.S.R. signed bilateral trade agreements during 1945 with 
Finland, Bulgaria, Yugoslavia, Romania, Poland, Hungary, and 
Czechoslavakia, and during 1946 with Iceland, Denmark, Sweden, 
and Norway. The closest trade relations were formed with Romania, 
Hungary, and Bulgaria by creating bi-national companies, with capital 
and management shared equally between the U.S.S.R. and the coun- 
try concerned. In Romania, a bi-national company was created to 
control petroleum production, navigation, shipbuilding, hydroelec- 
tric production, air transport, lumber, glass, mining and metallurgi- 
cal enterprises. In Hungary similar bi-national companies were set up 
to control bauxite, oil and petroleum refining, coal, power plants, 
machine and chemical factories, air and motor transport, to develop 
agricultural research, and to finance these enterprises through a joint 
bank. In Bulgaria, a bi-national company was formed to conduct 
mining. Such economic collaboration grew in part out of reparation 
claims or claims to German assets taken as war booty. It was obviously 
a powerful means of political as well as economic penetration. It 
could be a means of industrialization and of trade promotion as well 
as of close political and economic liaison. 

The extent of Russian control over the countries which set up 
Soviet forms of government as did Bulgaria, Czechoslavakia, Hungary, 
Poland, Romania and Yugoslavia was difficult to appraise. A rift in 
communist unity had appeared in the summer of 1948 when the 
international organization of communist parties, the Cominform, de- 
nounced the leadership in Yugoslavia. However information was 
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scanty and clouded by the forms of dialectical controversy peculiar to 
communist movements. There evidently a struggle tor personal 
power, complicated by nationadst differences and the outcome could 
not be foreseen. 

The trade of the countries within the Russian military zone — Fin- 
land, Austria, and eastern Germany — was conducted by the familiar 
methods of bilateral barter and clearing agreements. In the spring of 
1948 a communist coup had removed Czechoslavakia from this zone 
and made it an integral part of the communist bloc. The only other 
countries with which the U.S.S.R. managed to negotiate barter clear- 
ing agreements soon after the war were the Scandinavian — Denmark, 
Sweden, Norway and Iceland — and France. Before the end of 1947. 
Britain had been added to this list, but the French treaty was canceled. 
These bilateral agreements followed a regular pattern. They did not 
establish bi-national companies but scheduled the goods to be ex- 
changed and stipulated the amounts to be traded over a period as 
long as five years. In the Swedish agreement there was also provision 
for a substantial credit against which the U.S.S.R. might buy ma- 
chinery and other capital goods, to be repaid primarily by shipments 
of minerals and other raw materials. The volume of trade achieved 
under the Swedish agreement fell short of the planned amounts in 
the first years of operation. This was the result of disorganization im- 
mediately following the war. Also there was resistance within Sweden 
to the barter arrangements that had been made when the Swedish 
government anticipated that the United States would experience a 
sharp postwar depression as it did after the first World War. 

There was no conclusive evidence that the U.S.S.R. would be able 
to develop the use of bilateral trade agreements as an instrument of 
economic policy outside the zone of its immediate strategic interest, 
or that foreign trade would be any more important to the U.S.S.R. in 
the future than it had been in the. years between the wars. The most 
obvious explanation of Russian economic diplomacy since the war 
was that it had used every means possible of getting.^ssential recon- 
struction imports from neighboring countries, without compromising 
the power position of the U.S.S.R. by bargaining for assistance from 
Britain or the United States. Considerable trade expansion might* 
be undertaken at some future time. It was, however, unlikely that re- 
sources would be diverted to producing exports beyond the amount 
necessary to purchase essential imports. It was conceivable that the 
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U.S.S.R., once the worst pinch of postwar reconstruction was past, 
might pursile an aggressive trade policy as Germany did after 1933. 
But such a development seemed less likely than one in which other 
countries would seek to assure themselves of a stable segment of 
planned trade with the U.$.S.R. 



CHAPTER XVll 


NATIONAL ECONOMIC 
POLICIES 


THE PARADOX OF PLANNING AND FREEDOM 

In facing the new and more complex questions of economic policy 
in the modern world we must reckon with the fact that the institutions 
of government, as well as the location of population and industry, 
have developed to serve the needs of the past rather than the present. 
The whole administrative structure of government in democratic 
countries remains essentially as it was originally organized in the 
nineteenth century, a mechanism in which a premium is placed upon 
routine rather than initiative and entCTprise. There are cases where 
the execution of new projects of government has been entrusted to 
agencies to which Congress has delegated large executive powers, and 
in the administration of which it has been possible to experiment 
with organization, personnel, and policies that approximate those of 
private enterprise. The Tennessee Valley Authority is such a case. 
But it has frequently happened that administrative departments re- 
cruited for routine operations have had responsibilitie^irust upon 
them for the execution of which they must rely uf^ a temporary 
staff working within the established procedures of bureaucratic ad- 
ministration. The, weaknesses of government economic intervention 
have come in large measure from the unimaginative use of unsuitable 
agencies originally created for entirely different purposes. 

Before proceeding to examine the limitations upon effective na- 
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tional planning of economic policy after the se&nd World War, it 
is necessary to state explicitly that the ideal of unrestricted freedom 
of enterprise leading to a competitive ‘equilibrium was an illusion to 
which few students of society still clung. Enterprise had never been 
completely free of public control even in the nineteenth century, 
when the organizers of production by the new capitalist methods 
broke through the outworn system of state regulation. Their energy 
had been harnessed by legal, political, and social restraints. The laws 
of property and contract were fundamental to the capitalist system. 
To these there were gradually added safeguards for the prot^tion of 
the economically weak who were unable by their own efforts tq secure 
fair contracts with the strong.^ The problem which always cobfronts 
society is to devise a form of social organization within which in- 
dividual energy may be freed to serve the common good. The early 
nineteenth century laid stress on energy or enterprise, but was forced 
to realize that it must be harnessed and controlled. Tlie twentieth 
century lays greater stress upon organization. In turn it may be forced 
to realize that effective organization depends upon its success in re- 
leasing energy. 

At the opposite extreme from the anarchy of unrestricted energy 
is the exaltation of control or organization in the interest of some- 
thing other than individual welfare — the interest of the state viewed 
as an end in itself. With its disregard of civil and political liberties 
the police state, whether organized for the aggrandizement of per- 
sonal, group, or national power, or for the achievement of some ul- 
terior, vague purpose such as the dictatorship of the proletariat is 
a perversion of organization. Like a cancer cell it develops without re- 
gard to the rest of the body politic. This philosophy, whether perpe- 
trated by Hegel in tiie interests of the Prussian absolute monarchy or 
from the opposite angle by the followers of Marx in the interests of a 
supposed revolutionary mission, is bound to be rejected by all who 
value their freedom. 

It is often aTgtted in defense of this philosophy that the temporary 

suppression of civil and political liberties is justifiable, because the 

• 

^ It may l)c noted that Marx's attack upon the capitalist system fX)stulaicd not only the 
degree of laissez faire in the labor market prevalent in British industry in his time, hut 
die impos.sibility by political intervention of ever curbing injustice and exploitation. In 
faa the social history of the nineteenth century is largely concerned with remedying the 
abuses Marx attacked. Cf. K. R. Popper. The Open Society and Its* Enemies, London. 
1945* Vol. 11, p. 117. 
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freedom they guarahtee is formal and illusory unless it is completed 
by economic freedom. It may b/ eonceded that the long*struggle for 
political and civil liberties needs to be completed by the assurance to 
individuals of an economic status that enables them to make effective 
use of those liberties. But it is perverse to argue that the only way 
to achieve the economic freedom necessary to complete the political 
revolution is to abandon the political freedoms that have already been 
won. To acquiesce in the surrender of political and civil liberties 
in order to achieve vaguely defined economic liberties is not to for- 
ward but to betray the revolutions for which so much was sacrificed 
in the past. 

Between these extremes of unfettered economic enterprise and or- 
ganization for its own sake there is a whole range of situations re- 
flecting freedom of enterprise and state intervention in combination. 
Every government today exercises its sovereign powers over economic 
activity. It does so by the enforcement of laws which govern the eco- 
nomic relations of its citizens, and also by its own activities in regard 
to such matters as taxation, monetary policy, and expenditures. The 
issue is not whether governments should intervene, but how and how 
much. 

Immediately questions of economic intervention are raised, one 
important fact becomes clear. It is national governments with which 
we are concerned. There are no organs of world government and, 
as long as the world is divided by the conflict between communist 
and capitalist states, little prospect of developing world government 
exists. The United Nations and its associated institutions were frankly 
founded upon national sovereignty. They constitute machinery 
through which nation-sutes may co-operate if they so wish, but they 
have no power to compel sovereign states to co-operate. It is with the 
intervention of national governments to regulate private economic 
activity that we are concerned, and with the construction of inter- 
national institutions through which national governments may con- 
sult and co-operate. 

There are great differences in the democratic world in regard to 
the degree of intervention practiced by governments. The discussion 
which follows is confined to those forms of intervention that are 
compatible with the maintenance of political and civil liberties. It 
is not concerned with the authoritarian planning enforced by a police 
state. There is no reason to believe that such planning is economically 



586 THE COMMERCE OF NATIONS 

efRcient in the sense of releasing energy. But, even if it were, the 
suppression of individual liberties which it entails would be too high 
a price to pay. The evidence from such experiments as have recently 
been made in authoritarian planning— in Germany and Italy as well 
as the U.S.S.R. — is that two conditions are necessary for its execution. 
The authorities must be prepared to deal severely with those who 
even criticize the plans once adopted. And they must be prepared to 
insulate these national plans against disturbing influences fcn|ianating 
from foreign contacts. In practice this latter condition hais meant 
placing foreign trade and all other foreign contacts under the strict 
supervision of state agencies. >, 

The paradox of state intervention has been compared with the 
paradox of freedom. Too little restraint on individual freedom means 
the unbridled rule of the ruthless rather than the strong. Too much 
restraint may easily mean the rule of those who are able to gain con- 
trol of the machinery of state. It is obvious that the concentration of 
political and economic power in the same hands is highly dangerous, 
and there is wisdom in watching carefully any such possibility. The 
political risks involved in large-scale government intervention are as 
important as the economic difficulties. 

There is much confusion in the current controversies concerning 
the wisdom or unwisdom of national planning in a free society. Those 
who oppose the present degree of intervention which has resulted 
from the increase of state power since the first World War, are apt to 
underestimate the difficulty of restoring a larger measure of free 
enterprise. A simple illustration will demonstrate this. Opinion in 
the United States in trade union and agricultural as well as business 
circles is preponderantly opposed to government interference in the 
pricing process by which the production and distribution of goods is 
organized in a competitive system. But such government intervention 
is inevitable in the form of inescapable expenditures — such as in- 
terest on the national debt, veterans’ allowances and pensions, social 
services and'ihpihcost of the armed forces — and of the taxation neces- 
sary to meet these expenditures. 

Those who advocate an extension of government intervention so 
that it may become a system of complete national planning commonly 
underestimate the difficulties of planning and overestimate the instru- 
ments available for it. They are not content to invoke government 
authorit;y to remedy flagrant abuses of the market jprocess and to 
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break through its bottlenecks. Their insistence is that such '"planless 
planning’" or piecemeal interveiitibn is bound to be ineftective. More- 
over, their advocacy of national planning is based upon assumptions 
that need careful scrutiny. Benevolence as well as wisdom in the 
planning authority is presumed. Such planning is also apt to presume 
the existence and validity of information that does not exist, or al- 
ternatively to stress the necessity for gathering such information in 
statistical form.= 

The inadequacy of statistical information to explain current events 
is partly due to defects in the statistics but more seriously to the fact 
that statistics register the recent past rather than the present. It is 
necessary for planners to resort to the hazardous process of extra- 
polation. This means the projecting of estimates of future economic 
development and continuously correcting them. Those who control 
business enterprises constantly project such estimates for their own 
enterprises. In doing so they must take account of such estimates of 
national economic development as are available. Every improvement 
in the statistics upon which estimates of national income, employ- 
ment, price levels, and other economic phenomena are projected, is 
useful, since these estimates must be one of the main bases for policy 
decisions both in private business and in government. Judgment as to 
the adequacy of statistical and economic knowledge for centralized 
national planning may vary. But any deficiency in such knowledge 
is less apt to lead to disaster if prediction is used as a basis for short-run 
and piecemeal decisions rather than for broad, long-run decisions 
involving the whole economic structure. 

National plans whether partial or complete must safeguard them- 
selves against strains arising from the balances of international pay- 
ments. Theoretically national planning is compatible with inter- 
national trade. In practice, such economic planning as has yet been 
attempted has led to increased restrictions upon international trade. 
This has been true of authoritarian planning, and of the partial plan- 
ning in democratic countries. It was true of the natiQ 22 a>i^l^ns which 

2 Cf. Carl Landaiier, “Prosperity, Democracy and Planning," in Abba P. Lcmer and 
Frank D. Graham (eds.), Plannvfg and Paying for Full Employment, Princeton, N.J., 
Princeton Univ. Press, 1946, p. 68: “National planning, therefore, is first of all a huge 
statistical job. A plan has to be compiled before it is carried out. Although this statement 
is certainly not more than a commonplace, it has often l>een forgotten, and much of the 
so-called "planning’ of recent years could with just a little exaggeration be described as at- 
tempts to carry out plans that did not exist." 
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were operating in the first postwar years in various western European 
countries. •fhe dollar scarcity which became acute in the late ^summer 
of 1947 led to the imposition of severe restrictions on imports from the 
United States. In the same way, the national plans projected for such 
countries as China and India envisage a strict regulation of the bah 
ance of payments. 

The condition in which national planning might lead to- an expan- 
sion of international trade and a reduction of trade barriers ^as three 
aspects. It must be assumed first, that such planning woulci succeed 
in maintaining a stable level of full employment in all the planning 
countries; second, that all would plan; and third, that they would plan 
to increase international trade. This is essentially the obvers^ of the 
assumption that underlay the classical free-trade doctrine — that labor 
and resources displaced by imports would find alternative employ- 
ment. The free traders were content to allow price competition to 
bring about such transferences through temporary unemployment 
and lowered prices. National economic planning does not contem- 
plate the acceptance of any such necessities. Indeed, it contemplates 
continuous intervention designed to regulate the external balance of 
payments. 


THE OBJECTIVES OF INTERVENTION 

The first form of intervention after the Industrial Revolution to 
set limits to the working of free economic competition was the regu- 
lation of hours and conditions of labor. Statutes to establish and en- 
force minimum standards of industrial health and safety, hours and 
conditions of labor, holidays, methods of payment, and rates of wages, 
are now generally accepted in all democratic countries. Extensions of 
such legislative policy may still be debated, but seldom now on moral 
grounds. The wisdom of specific controls may be discussed. There 
may be grumbling about bureaucratic application of general prin- 
ciples in particular cases. But opposition to the enforcement of mini- 
mum standafil^f working conditions has passed into history. 

In large part this came about because employers began to realize 
that efficiency is reduced and costs are raised by poor working con- 
ditions. On the other hand there is always some fear that labor costs 
may be increased beyond the levels of international trading compe- 
tition. This fear remains a potent element in the che^p labor argu- 
ment against free trade, but it h^s little basis in reality. As early as 
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1847. British historian Thomas Babington Macaulay adduced 
the counterargument of efficiericy that has proved unanswerable.® 

Realizing that the freedoih of contract in which they believed 
could not be achieved when workers dealt individually with factory 
employers, the classical economists defended the right of the workers 
to organize in trade unions. David Ricardo and J. R. McCulloch 
worked with Joseph Hume in the campaign for repeal of the Combina- 
tion Acts by which until 1824 trade unions had been proscribed ' as 
illegal conspiracies. Subsequently legislation has been passed in all 
democratic countries to legalize and define the powers of trade unions, 
and this constitutes an even more effective form of intervention in 
the labor market than the passing of laws to enact minimum stand- 
ards. The bargaining power thus assured to organized workers has 
been exerted primarily on the wage contract, but it has extended 
also to hours, holidays, apprenticeship, pensions and working con- 
ditions. This bargaining power has been a potent factor in raising 
actual working conditions beyond the minimum levels prescribed 
by law. As recent legislation in the United States indicates, there 
is room for controversy concerning both the legal rights guaranteed 
to trade unions and the use made of them by particular unions, but 
there is little disagreement now concerning the principle of union- 
ism. 

Inevitably organization was met by organization. The original rea- 
son for legalizing trade unions was to give the individual workers 
bargaining power equal to that of the employer. As the unions built 
up their industrial power, employers also organized on an industrial 
basis. As both labor and management began to exert political pres- 
sure, there developed organized groups to represent the political in- 
terests of agriculture. In most democratic countries today, economic 
policy is the result of bargaining, pressure, and conflict between these 
organized interest groups. 

In a speech on the Ten Hour Dill then before the House of Coin]ga^rillf containing the 
well-known passage: “Never will I believe that what makes a population stronger, and 
healthier, and wiser, and better can ultimately make it poorer. You try to frighten us 
by telling us that, in some Geri^an factories, the young work seventeen hours in the 
twentyTour, that they work so hard that among thousands there is not one who grows to 
such a stature that he can be admitted into the army; and >ou ask wliether, if we pass 
this bill, we can ever hold our own against such competition as this? Sir, I laugh at the 
thought of such competition. If ever we are forced to yield the foremost place among 
commercial nations, we shall yield it, not to a race of degenerate dwarfs, but to some 
people pre-eminently vigorous in mind and body." 
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The costs of indu^rial conflict between organized labor and or- 
ganized management, though often exaggerated, have tended to 
mount, so that a new form of government intervention has developed 
in the public interest. Conciliation and mediation are the most usual 
forms of this intervention, but in some countries these are supple- 
mented by voluntary or compulsory arbitration. Inevitably there 
tends to emerge a wage pattern — clearcut, as in Australia and New 
Zealand where the awards of the Arbitration Courts determining 
basic wage rates have the force of law, or vague, as in the United States 
where wage agreements are customarily set by the major units Within 
each industry. 

Two results follow from this trend toward collective barga^ining 
under government auspices, or at least from the consciousness that 
public opinion is a factor in the bargaining process. In the first place, 
the individual worker tends to become more dependent on the or- 
ganized group and less able to protect himself by individual contract 
with his employer, a dependence that is emphasized by union disci- 
pline exerted in a variety of ways. The second result is reduced flexi- 
bility of wage rates, individually and collectively. While this increased 
rigidity causes some difficulty in adjustment to shifts in the inter- 
national balance of payments, theoretical analysis as to its effects on 
the business cycle is inconclusive, and the statistical evidence avail- 
able does not seem to bear out the view that it increases the amplitude 
of business-cycle fluctuations. 

The laws governing incorporation and particularly those which 
provide for limited liability and patent protection have set the pattern 
within which the large-scale corporations of modern times have de- 
veloped and operate. The tendency toward industrial concentration 
would not have been possible without this kind of legislation. If a 
remedy is sought for bigness and for the monopolistic competition 
which results, it should be sought in a rewriting of the corporation 
and patent laws rather than in antitrust legislation. The increasing 
scale of mo^m business enterprises — with all the consequences it 
entails for the separation of management from ownership, for price 
determination, and for variability of output rather than prices — is 
set primarily by financial rather than technological considerations, 
and the roots of these financial considerations are to be found in the 
laws governing inebrporation. 

Still another form of intervention is to be found in the increasing 
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tendency to create |>ublic regulatory bodies in specific fields of eco- 
nomic activity where the public inWest is evident. For the most part, 
this regulation sprang from the defects of competition and the dangers 
of monopoly in what are now known as public utilities. The rail- 
roads provided an early example of the costs to investors and con- 
sumers of alternations of cutthroat competition and private mo- 
nopoly. In the United States today the Interstate Commerce Commis- 
sion, the Federal Trade Commission, the Civil Aeronautics Board, 
and the Securities and Exchange Commission may be cited as examples 
of federal bodies charged with specific regulatory functions. 

Another aspect of this regulatory function is the provision of public 
service by government agencies. Many governments have taken over 
the operation of such public utilities as railroads, telegraphs, electric 
power, gas works, shipping, and correlated services such as trucking 
and insurance. This form of government intervention has been less 
evident in the United States than in most other countries. But even in 
the United States the government operates a long list of economic 
services, including the Panama Canal, the postal service, and shipping 
lines. There has been an increasing tendency for government opera- 
tions to extend in the field of hydroelectric power. It is in the field 
of public utility operation that the greatest degree of political inven- 
tion has been displayed, notably by the organization of public corpo- 
rations combining public ownership and independent management 
and often crossing the boundaries of local government. 

As the range of such government operations increases there is a 
tendency to restrict international competition. National enterprises as 
a rule give preference to local equipment and materials over and 
above existing trade barriers. Their prices or rates are often designed 
to promote national purposes as when, in the regulated bilateral bar- 
ter trade of the interwar period in Europe, railroad freight rates en- 
tered into reciprocal bargains along with import duties, exchange 
rates, quotas, and subsidies. Nearly always such national enterprises 
are favored by special legislation or by direct or indire^rSdbsidies such 
as the mail subsidies granted to United States ships. Inevitably, na- 
tionalization tends to reduce international trade. Where it is carried 
to its logical extreme in a completely socialized system, international 
trade is closely regulated. Then one of the most potent forces making 
for interdependence and co-operation in a peaceful world is weak- 
ened. 
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- Of more fundamental economic importance than either the regula- 
tion of competition or the operation of specific industries, is the pro- 
vision of services directly aimed at improving the quality of the popu- 
lation. Universal education^ public health services, preventive medi- 
cine, low-cost housing, and various forms of social security services 
are now accepted as the responsibility of governments. In respect to 
education, the democracies have applied where it counts most an 
effective and practical communism — giving to each according to his 
need and taking from all in accordance with their ability to pay. The 
cost which has been growing rapidly and steadily is largely qefrayed 
from general taxation. The high level of productivity whtre this 
investment in human capacity has been greatest proves the \visdom 
of the course followed. Following the same principle of investing in 
human capacity, democratic governments have intervened to promote 
health by medical and dental inspections, by the provision of school 
meals in certain cases, and by similar services. 

Sanitary water supply and drainage systems, various forms of pre- 
ventive public health action, the provision of public parks and facili- 
ties for cultural development, slum clearance and low-cost housing 
facilities are comparable extensions of economic intervention serving 
the general public interest. In the same way legislation has been 
passed for compensation to workers injured in industrial accidents, 
and for various types of pension schemes or insurance against mis- 
fortunes beyond individual control. Each extension of such inter- 
vention has been strenuously debated, as the need for some form of 
hospital and medical service is being debated at the present time. The 
social-service state is no longer a utopian speculation, but is being 
approximately realized in many countries. What has already been put 
into practice along these lines has a definite bearing upon interna- 
tional trade, since the costs upon industry directly and indirectly 
through uxation may affect at least in the short run the competitive 
position of a country on the international markets. If the levels of 
benefit are n8fr*:et too high, the costs may be more than recaptured 
in the increased efficiency of the working force. It should be remem- 
bered in this connection that social security tends to strengthen the 
wage position of the organized workers and to increase the resistance 
to wage adjustments. 

FinaUy it should be noted that there has been a constantly increas- 
tendency, particularly marked among the countries with high 
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living levels, to restHct immigration on a selective basis. The immigra- 
tion legislation of the United States is paralleled in many countries, 
and the nationalism of the totalitarian countriA has been evident in 
the strict control of emigration, as well as immigration. It is even more 
difficult to get out of the U.S.S.R. than it is to get in. Moreover, the 
effort to restrict immigration is in most countries of high living levels 
strongly reinforced by protectionist devices aimed at restricting im- 
ports from countries with lower living levels. The burden of sucli 
import restrictions is borne largely by the more efficient export in- 
dustries in the restricting country because their foreign markets are 
crippled. Such tariff protection further depresses living levels in the 
countries of low standards without effectively safeguarding the higher 
living levels of the protecting country. 

All of the forms of intervention so far considered fall in the category 
of piecemeal social engineering, designed to remedy abuses and to 
create a society within which there is more equitable competition. 
Those who advocate national economic planning are emphatic in 
their view that such limited measures are inadequate and cannot 
function effectively in an unplanned economy. The advocacy of na- 
tional planning is ordinarily based upon the belief that it will achieve 
a more abundant and a more stable economy, and also important 
subordinate objectives such as the conservation of natural resources. 
The chief driving force behind such proposals is clearly the painful 
experience of recent periods of economic instability and the belief 
that such instability is inevitable in an unplanned, competitive sys- 
tem. It is argued that the stabilizing of the economy will ipso facto 
eliminate the costs of periodic depressions anefc thereby make possible 
an economy of abundance. Amtmg these costs unemployment ranks 
high, and it is full employment which is the major objective of pro- 
posals for national planning. 

It is not possible to gainsay the importance of this o^ctive. The 
advocates of free competition have long maintained and the classical 
economists always assumed that full employment would normally be 
achieved by the free play of economic forces in a flexible society. They 
were aware of the periodic fluctuations of business activity and em- 
ployment in a cyclical pattern, but regarded them as temporary and 
self-correcting .departures from a normal state of equilibrium charac- 
terized by an approximation to full employment. The experience be- 
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determine jjolicy inTegard to business cycle who does not study the 
currents. o£ opinion reflected in farm congresses ancf agricultural 
journals, as well as in banking^ industrial and economic literature. 

Bearing these tacts in mind, it is easier to understand the widespread 
expectation in Europe and elsewhere that it will be difficult for gov* 
ernment or banking authorities in the United States to follow policies 
designed to prevent the upswing of cyclical development. Such policies 
demand firm pressure on interest rates, prices and through taxation 
on consumption levels. If a cyclical collapse of employment is to be 
avoided, it is necessary to damp down the period of expansion in which 
structural distortions occur. Whatever theory may be held concerning 
the ultimate causes of periodical booms and slumps, it is common 
ground that the most effective policy must concentrate on checking 
the boom before it causes such shifts of production and employment 
and such strains on costs and prices that a sharp restriction of pro- 
duction and employment leading to the possibility of widespread eco- 
nomic breakdown becomes inevitable. It is extremely difficult to en- 
visage in the institutional setting of the United States concerted plans 
to raise interest rates, lower prices, and raise taxes in a period of ex- 
panding prosperity. Thus there is substance in the fear of other coun- 
tries that invplvement in the exuberant fluctuations of the United 
States economy may leave them defenseless in a crisis. 

The proposals made for state intervention, designed to secure a 
high and stable level of employment, range all the way from observa- 
tions of the trend of the cycle with the intent to recommend emer- 
gency action by governments and also by private economic interests 
to the laying down of general directives of economic organization 
and even to the detailed planning of national economies with power 
to enforce compliance. It would be easier to evaluate such divergent 
proposals if there were a greater measure of agreement u[K>n the diag- 
nosis of cyclical fluctuations, leading to surer prognosis of their de- 
velopment. There are many causes at work in the alteipflSTing periods 
of expansion and contraction of business activity, and the combination 
of factors operative thereki varies from cycle to cycle. These facts do 
not warrant any great hope of finding simple formulae that will be 
applicable in all cases. But there are some aspects of the development 
both of expansion and contraction which seem to be common to all 
cycles and therefore suggest possibilities of remedial action. The 
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general course of the malady is known, but experience has demon- 
strated that a variety of complications are to be expected from un- 
predictable combinations of causes, sometimes appearing suddenly 
and with far-reaching consequences. In these circumstances the most 
practical attitude would seem to be continuous study and readiness 
to recommend emergency action ad hoc. 

This appeared to be the premise upon which the Council of Eco- 
nomic Advisers set up in the United States under the Employment 
Act of 1946 was operating. It was charged with the responsibility for 
diagnosis of economic tendencies, a responsibility which carried with 
it the duty of recommending to the executive branch of government 
appropriate courses of action and making its diagnosis of thei^e ten- 
dencies clear to the public. Such a conception was modest, though 
responsible. Timing is of the utmost impiortance, both in early diag- 
nosis and in giving time for recommendations to be weighed, and if 
adopted to take effect. To expect complete and unvarying success in 
diagnosis and still more in the recommending of practical action, 
would be asking for miracles. One may reasonably hope that constant 
watch by competent analysts may forestall many a dangerous develop- 
ment. In time such a watch may gain greater insight into the nature of 
the problem and win the confidence of those in government and busi- 
ness whose active co-operation is necessary if effective action is to be 
taken to control the instability of the economic system. This watch 
was installed at a crucial and dangerous moment when no one could 
be sure that the explosive elements in the postwar situation had not 
gone too far to be brought under control before the Council could 
effectively organize its procedures or mobilize the co-operative action 
needed to implement them. But the Council's procedures constitute 
a workable technique that should be continued. However, the chair- 
man announced his resignation early in October, 1949, and it was not 
clear whether the Council would remain an instrument of economic 
analysis or become an instrument of party politics. 

More actfK^filanning, such as that with which the British govern- 
ment experimented, did not suceed in avoiding acute difficulties. The 
preparation of an economic budget and tjie planning of a general 
framework of organization for the national economy, with due regard 
for available manpower and resources, was valuable in straitened cir- 
cumstances where the national coat had to be cut according to the 
available cloth. The British procedure in 1947 was set out in two brief 
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official papers. The^rst of the^ set out the general principles of plan- 
ning for an economy of full employment but without insert to com- 
pulsion. The latter took stocks of the manpower and resources avail- 
able and set out the “targets and objectives for 1947.” 

The chief elements of the planning were stated succinctly.® General 
directives as to production and export targets were given, with fuller 
and more detailed planning for strategic industries — coal, power, 
steel, agriculture, transport, and building. Compliance with thesi* 
directives was sought by resort to what was vaguely called “a number 
of methods, the combined effect of which will enable the government 
to influence the use of re^sources in the desired direction, without in- 
terfering with democratic freedoms.” Broad objectives were set forth 
in relation to defense, payment for imports, capital equipment and 
maintenance, consumption, and public service, and these objectives 
were described as “very modest in relation to the nation’s needs.” The 
observation was added that “We cannot afford to fail on any of them. 
And they all depend upon coal.” 

Unhappily, it quickly became apparent that serious failure was 
imminent in at least the first four objectives. The government was 
forced to reduce its defense commitments, a shortage of dollars forced 
suspension of the convertibility clause in the financial agreement with 
the United States together with a sharp contraction of imports, the 
housing target was abandoned as impracticable, and consumption was 
cut down. It is of some interest to note that the principal difficulties 
of the planned program arose in connection with the international 
balance of payments, though the execution of the plan was clearly 
faulty at its critical points — manpower and coal. Subsequently the 
government took extensive powers to enforce compliance with its 
plans, particularly in respect to the transfer of labor from less to more 
essential industries. 

In a planned economy there arises a problem not only of employ- 

sCmd. 7046, Econofnic Sunfey: pp. 5-6: . . the Government isjeeking to de> 

velop a system of economic planning, of which the following are th{: 't!nief elements: — 

(i) An organization with enough knowledge and reliable information to asKsess our 
national resources and to rorinulate the national needs. 

(ii) A set of economic ‘budgets'*which relate these needs to our resources, and which 
enable ahe Government to say what is the best use for the resources in the national in* 
terest. 

(iii) A number of methods, the combined effect of which will enable the Government 
to influence the use of resources in the desired direction, without interfering with demo- 
cratic freedoms." * 



600 


THE COMMERCE OF NATIONS 


merit, but of labor discipline. The compulsiorrs for labor in the 
capitalist system are a combination of wage incentives and fear of 
unemployment. In a planned system tlVe former is weakened and the 
latter disappears. But production remains essential. It would be pre- 
mature to conclude that a war-weary and impoverished nation, which 
had borne more than its share of sacrifices in a destructive war, had 
demonstrated incapacity to plan because its first efforts in that direc- 
tion failed to enlist the full co-operative effort necessary tp realize 
the objectives. Subsequent modification of controls, coupled With tlie 
hope inspired by the beginnings of recovery, and the encouragement 
of American aid, called forth a magnificent collective effort'of pro- 
duction. This difficult problem of labor incentives or discipline was 
by no means confined to the British plan. 

During the war period, there arose among the workers in many 
countries an expectation that national planning would succeed in 
making postwar working conditions more stable and more remuner- 
ative than they had been during tlie interwar period. This expecta- 
tion had been promoted by wartime prosperity as much as by war- 
time promises. Many governments had promised a wider variety of 
social benefits, including unemployment insurance, health and 
medical services, higher wages, shorter hours and better working con- 
ditions. To translate the higher wages into more abundant living — 
adequate housing, plentiful food supplies, cheap and abundant con- 
sumers’ goods — required a great productive effort. This called for 
self-discipline on the part of the workers. That self-discipline and 
extra effort was not always forthcoming. In large part this was because 
of fatigue resulting from nervous and physical strain prolonged over 
many years. In part it was because a monotonous diet and a limited 
supply of drab austerity-type consumers’ goods did not encourage 
greater effort, especially when taxes were high. A worker might just 
as well take out his satisfactions in leisure, when there was so little 
to buy if he did earn more. 

In this cohnection, competent British economists severely criti- 
cized the sacrifices imposed upon the working population. The 
burden of their argument was that the government plans for capital 
development were too ambitious, that the present was being sacrificed 
to the future in a measure that entailed undue suffering and thereby 
made impossible the production necessary to realize the planned 
capital construction. A corollary ^ this argument was that the diver- 
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sion of so much la}>or and rc^urces to capital purposes, at a time 
when consumption goods were scarce, aggravated the inflationary 
pressures in the economy. The^ttack was leveled primarily at the poli- 
cies of the Treasury in regard to public expenditure and taxation. 
In 1948, it was successful in bringing about some reduction of planned 
expenditure. While the need for modernization of equipment was 
very great, the critics of overambitious planning made good their 
point. 

In large part, the difficulties of postwar planning arose from failure 
to secure a sense of participation in the national effort. Much merit 
has been claimed in this respect for the method adopted in 1946 by 
M. Jean Monnet in preparing a plan for reconstruction in France. In 
essence' this program — which could hardly be called a national plan 
— was of the type of grass-roots dispersed planning by individual and 
group initiative, which had been advocated in the United States by 
the Committee on Economic Development. Regional and industrial 
groups made the first fact-finding studies and projected limited tar- 
gets based on existing labor, equipment, and resources. These specific 
targets were built into a more or less co-ordinated national project. 
At this stage the needs for new capital investment, for moje coa) and 
electric power, and for careful regulation of the import and export 
balance were superimposed on the cumulation of specific plans. The 
important achievement was not the precise calculation of targets, but 
the degree of co-operation and the sense of participation gained among 
trade unionists and industrialists, as well as among government offi- 
cials. The project as a whole was not devised by the bureacracy, but 
grew out of consultations among the rank and file of industry. 

The importance of securing a widespread understanding and sense 
of participation in the formulation as well as the execution of any 
national plan is self-evident. It soon became evident in France that 
planning of this character throws into sharp relief a question of a 
different order. What was needed in the postwar state of disequilib- 
rium was not a rebuilding on existing foundations, burturecasting of 
those foundations. The quickest but not necessarily the best way to 
restore a ruined city is to urge and assist each property owner to re- 
build upon the city plan of the past. If such methods of reconstruction 
are followed in European industry and agriculture, without regard 
to the changes required to conform to the war-induced shifts in inter- 
national equilibrium, there is grave danger that the mistakes of the 
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last postwar period will be repeated. It is clear tha^the breaking down 
of economic barriers within Europe will not suffice. If the world is 
not to be faced once more with agricultural and industrial surpluses 
as it was from 1925 onward, an effort must be made to allow for the 
readjustment of production that would be brought about by competi- 
tive international enterprise. It was this which Lord Keynes had in 
mind when he wrote in his last published article that “in the long run 
more fundamental forces may be at work, if all goes well] tending 
towards equilibrium, the significance of which may ultimately tran- 
scend ephemeral statistics.” This caused him to issue the warning 
that, “if we reject the [classical] medicine from our systems altogether, 
we may just drift on from expedient to expedient and never g^ really 
fit again.” * 

The dilemma in which every country was placed after the war was 
the necessity of accepting as great a measure of adaptation to the new 
competitive situation as was possible without inflicting upon sub- 
stantial segments of the working population such distress and unem- 
ployment as was politically intolerable. The pattern of employment 
which resulted from war mobilization had to be changed if it was to 
prove compatible with international competition. But the pattern 
could not be changed suddenly by allowing competitive forces to 
work freely causing bankruptcies and unemployment. It was evident 
that the battles of economic policy for some time after the second 
World War would be fought around the issues of unemployment. 
This in itself was an indication of a disorganized world. The decisions 
to be taken were decisions of national policy. The disorganization 
was largely the result of a breakdown in international economic re- 
lations, and the international repercussions of national policies had 
to be considered very seriously. 

Before attempting to outline these international issues it is neces- 
sary to consider the instruments through which national governments 
might attempt to implement their policies. One instrument above all 
others was oTparticular importance. Monetary and fiscal policies were 
the most potent instruments available to national governments. Both 
had undergone revolutionary changes during the interwar period. 
With the development of central banking practice, and in the setting 
of swollen public debts and high taxation, governments everywhere 
had asserted a greater degree of control over the mechanisms of credit. 
This assertion of controls was the chief reason why the theories of 
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the balancing of pnyments, wjaich assumed semiautomatic adaptation 
of monetary supplies and J)rice levels to the shifting currents of inter- 
national trade, had become of doubtful validity. These positive mone- 
tary and fiscal policies, pursued independently by national govern- 
ments aiming at definite objectives such as full employment, had to 
be reckoned with. Hence it becomes necessary to outline the develop 
ment of monetary theory in recent years. 

THE KEYNESIAN INFLUENCE 

The first World War had caused important shifts in economic and 
financial power — particularly the rise of New York as a leading center. 
The gold standard system, under which stability of the exchange rates 
had been maintained by adapting national monetary policies to strains 
on the balances of payments, had broken down. In all the belligerent 
countries, the existence of swollen and largely unfunded public debts 
had created a budgetary situation that made it impossible to accept the 
sharp corrections of interest rates and price levels that would have 
been entailed by orthodox gold-standard policies. The United States 
was less affected than most countries, but for Britain in particular, 
the times were out of joint. It had been the financial and trading 
center of the world and its continued prosperity depended largely on 
regaining that position. 

Thus the monetary history of the first postwar decade was largely 
concerned with the attempt to reconstruct the prewar gold standard, to 
finesse the weakness of the London money market, and to devise ex- 
pedients by which conflicting policies in other financial centers might 
be reconciled without exposing this weakness. During this decade the 
British monetary authorities had been faced with a constant succes- 
sion of urgent problems of short-run monetary management. In the 
middle of the decade they had taken the fateful decision to impose on 
the already weakened national economy a sharp deflation caused by 
a return to the gold standard at the prewar parity. This decision had 
been motivated largely by the desire to restore London’s^prestige and 
power as the leading financial center of the world. On March 5, 1925, 
the Times had argued ^hat ''once back on the gold standard we 
should find that foreign balances which have been kept in New York 
should return to us and our financial and monetary power would be 
greatly increased." 

Even prior to the return to gold, the Bank of England had raised 
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its discount rate in an effort to attract foreign balances. These foreign 
balances whith were of a kind and a magnitude unknown before 1914, 
provide one of the principal clues to an understanding of the mone- 
tary controversies of the interwar period. It is also the key to much of 
the later developments in monetary theory. The dislocations of the 
first World War period and the uncertainties of reconstruction after 
1918 had caused the nervous rentier capitalists of western Europe, 
who had inherited the financial claims upon continuing prbduction 
built up in the prosperous decades when Europe was the world’s 
banker, to concentrate upon preserving the capital value m those 
claims. In order to do so they turned them into cash or liquid bal- 
ances and transferred them from one financial center to another in 
search of security rather than earning power. 

The volume of funds thus hoarded was very large even during the 
years 1925-29 when the loan flow from the United States to Europe 
had enabled the gold standard to function and a considerable measure 
of reconstruction to be carried out. When this loan flow ended 
abruptly in October, 1929, and the strains upon the European econo- 
mies — staved off momentarily by banking accommodation and the sus- 
pension of war debt and reparation payments — culminated in financial 
panic, the volume of these idle short-term international funds rose to 
larger proportions. At the beginning of 1931 they were estimated by 
the Bank for International Settlements as more than 50 milliards of 
Swiss francs (over $1 1 billion). 

The importance of this problem of refugee capital or hot money, 
the idle balances of the international economic system, on a scale 
hitherto unknown, can hardly be overstressed. It was particularly 
harassing to the British monetary authorities who were striving des- 
perately to restore the earning power of London as the financial cen- 
ter of the world, and at the same time to reconstruct the trading world 
in which that center might function profitably. The counterpart of 
the monetary difficulties presented by these idle balances was unem- 
ployment (SfTesources and particularly of labor. Both had their roots 
in the dislocations and distortions of international economic relations 
after the first World War. 1 

The course of the interwar monetary controversy can be illustrated 
from the development of J. M. Keynes’s writings. Keynes achieved 
feme in 1919 with the publication of The Economic Consequences of 
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the Peace, an attac^ upon th^ economic aspects of the peace settle- 
ment that rapidly became a best-seller. He followed up tfiis work with 
a succession of books, pamphlets, official reports, journal and news- 
paper articles and letters which made him the most successful pam- 
phleteer of modern times. His dominant interest lay in the formula- 
tion of policy rather than its rationalization in theory. One of the 
main characteristics of his intellectual adventurousness was his readi- 
ness to consider fresh solutions for the shifting aspects of a continuing 
problem.^* 

Flights of capital prompted by political and economic insecurity 
meant low levels of investment and hence unemployment. The British 
monetary authorities strove desperately to channel this hot money 
back into productive investment. In doing so they built credit com- 
mitments upon the insecure foundation of refugee funds. They were 
always conscious that the level of employment in England could be 
sharply reduced by a sudden withdrawal of this hot money. Keynes had 
foreseen these dangers and the argument of his Economic Conse- 
quences of the Peace had been a plea for restoring the kind of trading 
world of which Britain had for so long been the center and for a 
treatment of Germany which would enable her again to play her in- 
dispensable role in that world. He was, as E. A. G. Robinson points 
out, “primarily pro-English and pro-world," not “pro-German." 

His other writings at this time, particularly the articles contributed 
in 1922 to the Manchester Guardian Supplements, had proposed a 
general exchange stabilization at parities appropriate to the changed 
postwar international equilibrium. From that time forward he con- 
sistently opposed all deflationary policies. His antagonism to the 
rentier capitalist which was to color all his subsequent work was ex- 
pressed in a variety of arguments and proposals. In 1920 he had advo- 
cated either a capital levy or a reduction in the stipulated rate of 

^Cf. L. R. Klein, The Keynesian Revolution, New York, 1947, p. 31: “It was not his 
theory which lecl him to practical policies, but practical policies devised to.cure honest* 
io-goodnes$ economic ills which finally led him to his theory.” And E. A. G. Robinson, 
“John Maynard Keynes, 1883-1946,” Economic Journal, March, 1947, p. 45: “A careful 
study of Keynes will, 1 believe, show him to have lieeii remarkably consistent in his 
strategic objectives, but extraordinarily fertile in tactical proposals for achieving them. 
Like a resourceful tactician, he would probe, try 10 find the enemy's weak points; if 
repulsed he would quickly fall back anc! regroup and put in another attack elsewhere. 
But in the end his victory was complete. Full employment of resources has liecome the 
national objective; some would say it has obscured other objectives. Ordered flexibility 
of exchange rates hgs become the agreed world system. Low interest rates have become the 
official policy to the extent that former advocates nou begin to fear.” 
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interest on tlje public debt. This was consistent w^.th his arguihent for 
the scaling down of reparation payments and war debts, with his ad- 
vocacy of devaluation in the Tract on*'Monetary Reform (1923), and 
above all with the vehement fight he made in 1925 against the British 
return to the gold standard at the prewar sterling parity. It was sig- 
nificant that the argument of his Tract on Monetary Reform turned on 
the necessity of sustaining the British price level and the /level of 
domestic employment. If the rentier claims on current prcmuction 
could not be reduced by direct methods, he was in favor of rMucing 
them by stimulating a rise in the general level of prices, eveii at the 
cost of lowering the exchange value of sterling. In his view, it was 
worse “in an impoverished world, to provoke unemployment, than 
to disappoint the rentier.” ^ 

Unemployment persisted in Britain throughout the years of the re- 
stored gold standard from 1925 to 1931. In large measure it was struc- 
tural, caused by the shifts of world production. The export industries 
did not recover their former place in world markets. Keynes continued 
to oppose any suggestions of deflationary policies, but he was searching 
for more direct methods of attack on the problem of chronic unem- 
ployment. He had become convinced that the classical policy of wage 
reductions would lead to severe industrial conflict without adding to 
employment opportunities. It was his view that wage reductions would 
diminish the national income and reduce employment opportunities 
because the reduction in the purchasing power of the workers would 
be multiplied by the reduced income of those who produced the goods 
they purchased. 

The bitter general strike of 1926, which followed the deflation im* 
posed by returning to the prewar gold parity, was broken, but it 
confirmed Keynes's prediction that the workers would resist lower 
wage rates with all their organized strength. The exasperation he felt 
with those who continued to offer the classical explanation of un- 
employment as caused by wage rigidities explains in large measure 
the violence of his later attack upon the classical theories. Before the 
economic breakdown in 1929-31, he had advocated a large-scale pro- 
gram of public works. As the depression deepened and he foresaw that 
it would develop into a long and severe process of cumulative defla- 
tion, he advocated still more drastic measures. For a brief period that 
came unfortunately at a critical turning point in British political 

T J. M. Keynes, Tract on Monetary Hefon!^ London, 1923, p. 46. 
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history, he was willing to throw’ overboard his free-trad^ convictions. 
Thus when it came to a choice between inflicting further deflation and 
unemployment on the British konomy or sacrificing the attempt that 
had been made to restore the world trading system, he was ready to 
make the sacrifice. His advocacy of protection in 1930 and 1931 had 
been based on the belief that the adoption of import duties, in order to 
safeguard employment in the short run, to lower real wages, and to 
provide a flexible source of revenue, might avert the necessity of 
abandoning the gold standard. In the political circumstances of the 
time, his arguments were seized upon by those who were bent upon 
tariff protection. In the end both free trade and exchange stability 
were lost. While his advocacy of protection continued beyond the 
immediate crisis, he reverted to the free-trade position in 1944. 

In the early years of the great depression, Keynes had continued to 
advocate monetary devices to lower interest rates and to force money 
into circulation. He had welcomed with relief the British conversion 
of 1932, by which £2,000 million of war loan had been converted from 
5 per cent to per cent. He had been one of the first to recognize 
the turning point of the depression in the summer of that year. But 
the problem of idle balances and unemployment continued. There 
had been a great flight of capital from New York back to London 
after the depreciation of sterling in September, 1931. As long as the 
dollar remained on its old gold parity, the Exchange Equalization Ac- 
count had been able to hold down the exchange value of sterling by 
buying the offerings of foreign currencies. Thus over £70 million was 
added to the Bank of England's gold holdings during 1932. But after 
the devaluation of the dollar in April, 1933, the value of sterling was 
no longer controlled. Before the end of 1933 it rose above the pre-1914 
parity. It had again become evident that the maintenance of employ- 
ment in Britain was threatened by the handicap imposed upon exports 
by an overvalued currency. 

Keynes had thrown all his influence against proposals to stabilize 
the exchange rates at the Monetary and Economic Conferdice held 
at London in the summer of 1933. He was convinced that pegging the 
pound again on gold or on the dollar would revive the conflict between 
policies aimed at expanding employment in Britain and those dictated 
by the necessity to maintain stable exchange rates. In fact what hap- 
pened ^adually in the years that followed was de facto stabilization 
of the exchange rates practically at the prewar dollar-sterling parity. 
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In the meantime Britain had abandoned free ^ trade. The British 
tariff had been developed into a formidable instrument for the pro- 
tection of local industries, and new in'struments of trade regulation 
had been adopted. Three such instruments were of particular im- 
portance. While the war-debt conversion was being prepared in the 
first half of 1932, a general ban had been placed upon the flotation 
of foreign loans, and although this ban was modified in October, 1932, 
in respect to loans within the British Empire, it was never lifted. Thus 
Britain had abandoned her traditional role as the source of long-term 
capital for countries outside the area of her immediate trading in- 
terests. Also the Ottawa agreements had been signed in July, 1932, so 
that the British Commonwealth and Empire had been turned into a 
great trading area within which trade was subject to lower duties 
than those imposed on imports from non-British countries. Then in 
the next few years a series of bilateral clearing and payments agree- 
ments was signed with the main suppliers of British imports in Latin 
America and northwestern Europe. Witliin this enlarged sterling area, 
including not only the British Dominions and colonies, but also those 
countries which had aligned their currencies with sterling, Britain 
was able to safeguard her essential markets. 

It was more than a coincidence that the turning point in the develop- 
ment of the Keynesian economic theory may be dated from the latter 
part of 1933. Keynes was in the closest touch witli events. His business 
activities made him keenly aware of the imponderables in the money 
market. Among those imponderables was the continuing and un- 
predictable influence of nervous, refugee capital upon the money 
market and upon the exchanges. He made it clear that it was not the 
flow of capital into industrial long-term investment that had deter- 
mined his thinking. Rather it was the preference for liquidity shown 
by owners of monetary claims. This hoarding on a great scale was 
not only a continuing cause of chronic unemployment, but the cause 
also of potential exchange instability. Like the loose gun in Victor 
Hugo*s nftvel, it shifted with the storm and threatened to sink the ship. 

The subsequent development of economic theory in every country 
has been dominated by the theoretical fotm into which Keynes cast 
his rationalization of the questions raised by this problem of loose, 
uninvested funds. In order to shock professional economists into re- 
examining the assumptions of their thinking, he published in 1936 
his greatest traqjt, The General Theory of Employment, Interest and 



NATIONAL ECONOxMlC POLICIES 


609 


Money, Its main id|as had been crystallizing at least since 1933, They 
had been foreshadowed by journal articles, but they were couched 
in such provocative language Ithat they produced the effect of an ex- 
plosion.** The vast discussion which followed publication of the 
General Theory and the extraordinary flood of articles which appeared 
after its author s death in 1 946 prove that he achieved his main object. 
Economic theory will never be the same as it was before 1936. But it 
would be a mistake to treat the General Theory as the final exposition 
of Keynes's own thought.® It was an attempt to force consideration of 
neglected economic issues by devising new theoretical tools of analysis. 
As its author himself once wrote: “The Theory of Economics does 
not furnish a body of settled conclusions immediately applicable to 
policy. It is a method rather than a doctrine, an apparatus ol the mind, 
a technique of thinking, which helps its possessor to dra^v correct con- 
clusions.” 

Some economists still contend that there was nothing essentially 
novel in the Keynesian theory except the striking manner of its pres- 
entation, and the context of policy recommendations derived from it. 
Whether this contention is true or whether, as enthusiastic Keynesians 
maintain, a revolution had been wrought in economic theory, is not 
of great importance. What is significant is that the emphasis which 
Keynes placed upon maintaining the aggregate income of a com- 

8 In part Keynes’s violence was a delil:>ei'atc device 10 shock his fellow econoinisis oui 
of what lie felt was u complacent tendency to accept the classical teaching without regard 
to the assumptions upon which it was based. These. Keynes felt, no longer corresponded 
with economic realities, and therefore led to disastrous policy recommendations. Cf. 
E. A. G. Robinson, op, ciL, pp. 40-41: “To the world outside, however. The General The- 
oty of Employment, Inteiest and Money came as a shock. Keynes had meant to shock. 

ordinary book, wooing with sweet reason, would not have luifilled his purpose. . . . 
For if he was right in his analysis, the basic assumptions of the uuLoniatism of the 
economic system werc-at fault. Because he believed it necessary that economists should 
face these issues, he deliberately heightened differences and emphasised controversy.*’ 

»Cf. E. A. G. Robinson, op. cit., pp. 41-42: “To those in Camlmdge, the whole prcK- 
css seemed much more continuous, and Ixiih the Treatise and the General Theory ap- 
peared much more as instantaneous photographs of an athlete in action than as carefully 
ptwed studio pictures with every limb perfectly set. Already l>efore the war, Keynes was 
moving ahead again, as in his contrilniiion to the Irving Fisher hestsdnift {The Lessons 
of Monetary Experience), and was finding himself picpared to accept certain develop- 
ments or modifications of his id^s pro{>oiindcd hy writers in England, America and 
elsewhere. It would be a disaster, and wholly alien to Keynes’ own concept of the aca- 
demic pursuit of truth, if the effect hist of the interruption of the war and then of 
Keynes’ own death were to he to estalilish foi the first time a fixed and immutable creed 
that it is wrong to criticise or change <»r clevelop. 1 can conceive no memorial to Keynes* 
teaching that he w*onld more passionately have assailed.” 

w Preface to H/D. Henderson, Supply and Demand, Cambridge, 1922. 
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munity directed the thinking of economists iny> this channel. He 
constructed a simplified model of the economic system. Necessarily 
this model was a kind of skeleton very different from the complicated 
body of individual transactions in the real world. The task of the 
theorist is to discover essential relationsliips among the abstract sym- 
bols that he uses to typify the aggregates and averages of economic 
activity distilled from observation of the endless variety of actual 
events. In order to do this he must select a relatively small number of 
symbols that throw light on the problem he wishes to study. Any 
number of such theoretical models can be constructed. Their Viseful- 
ness depends on whether the factors selected for study throw, light 
upon what happens in everyday life. 

The heart of the Keynesian analysis lies in its emphasis upoi^ the 
possibility that the demand of business organizers for capital goods 
may not be adequate. It may fall below the volume of capital goods 
that could be made available if real income was at a level calling for 
full employment of resources. If the organizers of industry do not 
anticipate sufficiently profitable and secure returns to warrant their 
embarking on adequate programs of new investment, the aggregate 
national income may fall to a level at which the capital goods pro- 
duced equal their demand. This causes both underemployment of 
resources and a level of consumption lower than could have been 
achieved at full employment. It follows, in Keynes’s view, that modern 
economies have an inherent tendency to self-degeneration. Savings 
will tend to increase relatively to total production, while the needs 
for investment remain a constant proportion of that total, so that a 
widening and dangerous deflationary gap develops. Keynes did not 
take into account the possibility that, once full employment is reached, 
higher per capita incomes will cause an increasing substitution of 
capita] equipment for labor — unless improved technology with lower 
capital costs proves capable of meeting* the incTeased consumer de- 
mands. If this possibility develops, there may be an increase in the 
rate of investment which will more than offset the tendency for savings 
to increase. 

This type of analysis was in the tradition of economic theory and 
threw new lights into dark corners of the economic system. It also 
tended to obscure other important relationships than those empha- 
sized by the setting up of the particular model that was investigated. 
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Hence it should be handled cautiously and be supplemented by close 
scrutiny of the assumptions expliciily or implicitly made in selecting 
the variables and setting up the equations in which their relation- 
ships were stated. Care should be taken also not to overlook the possi- 
bility that the composition of the aggregates may change with their 
size. It is very easy to focus attention on particular aspects of the eco- 
nomic system, such as unemploynlent, which are important in the 
circumstances of a given period, to the neglect of other significant 
phenomena, such as productive efficiency, price changes, and the 
structural stresses and strains within the aggregates and averages used 
as the elements of a theoretical model. 

Thus employment turns out to have a very complex structure. At- 
tempts to clothe such symbols as “income” and “employment” with 
concrete reality and to use these statistical estimates to predict eco- 
nomic developments were not conspicuously successful at the close 
of the war period, and there is much still to be done before analysis 
can be translated into policy. Unhappily decisions of policy based on 
statistical estimates that were falsified by actual developments greatly 
complicated the postwar situation. Moreover the Keynesian analysis 
as it was dynamized by Keynes’s followers is predominantly con- 
cerned with short-run disequilibria. The secondary and often more 
important long-run repercussions upon economic activity of actions 
taken to achieve short-run objectives cannot be neglected with im- 
punity. In both these respects the model of the economic system con- 
structed by Keynes, and still more the models constructed by some of 
his followers, are apt to lead to policy recommendations that have a 
bias toward both nationalism and collectivism. 

It is necessary to draw attention to some implications, not indeed 
of the theoretical apparatus which Keynes devised since this is merely 
an instrument of analysis, but of the use made of it in arriving at 
recommendations for practical policy. It is possible to claim the 
authority of the master for different policies, and to buttress that 
claim by reference to practical proposals to which he committed him- 
self from time to time. There would seem little doubt that Keynes 
was a consistent liberal, opposed alike to financial privilege and state 
socialism. He was convinced that industrial capitalism, based 6n free 
enterprise, could and should be preserved. He saw the development 
of private financial control over industrial organization as a menace to 
the preservation of free enterprise, since it created the chronic un* 
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employment that was eating away the moral fiber of the workpeople, 
and also destroyed the stability of international economic relations. 
In order to remove this menace he was prepared to use the powers of 
government drastically. 

His authority has been invoked in support of the collectivist and 
nationalist elements of national economic planning, primarily by 
monetary manipulation. If full employment, in the strictest defini- 
tion of that elusive phrase, comes to be regarded as the single domi- 
nant objective of economic organization, it is possible toluse the 
Keynesian analysis to demonstrate that its achievement must entail 
socialization. In the same way, it is possible to demonstrate that the 
achievement and maintenance of full employment demand n^ational 
planning which will involve manipulation of the balance of payments. 
That these were not the implications which Keynes himself drew just 
before his death is obvious enough from the closing paragraphs of his 
last piece of professional writing. Scattered comments for several years 
back warranted his statement that, find myself moved, not for the 
first time, to remind contemporary economists that the classical teach- 
ing embodied some permanent truths of great significance, which we 
are liable today to overlook because we associate them with other 
doctrines which we cannot now accept without much modification.” 
The context of this remark made it clear that he had in mind “the 
sincere and thoroughgoing proposals, advanced on behalf of the 
United States, expressly directed towards creating a system which al- 
lows the classical medicine to do its work.” 

The proposals to which he referred have since been implemented 
by the General Agreement on Tariffs and Trade negotiated at Geneva 
in 1947, and by the Draft Charter for an International Trade Organi- 
zation negotiated in 1948 at Havana. Keynes lent theTull weight of 
his authority to these attempts at creating a freer world-trading sys- 
tem. While he was clear that exchange variation and over-all import 
control must be retained, he advised caution and moderation in their 
use so that they might not defeat, but “implement the wisdom of 
Adam Smith.” ” It is difficult to find in these wise words any support 
for ^Qnomic or monetary nationalism. Neither the nationalist nor 
thy^collectivist elements in national economic planning can be recon- 
* with them. 

. , Lord Keyne$, “The Balance of Payments of the United States,”. Economic Journal, 

Sized pp 



NATIONAI. ECONO^^JC POIJCIES 


613 


THE INTERNkriONAL REpJplRCUSSIONS OF PLANNING 

The issues raised in this chipter had a very direct bearing u|x>n 
questions of international economic policy at the close of the war. In 
the lend-lease agreements of 1 942 setting down the principles upon 
which settlement of mutual obligations might later be made, the allied 
governments including the U.S.S.R. had agreed that at the close of the 
war they would take action to expand production, employment, and 
trade and would consult together regarding means to eliminate dis- 
criminatory trade policies and reduce trade barriers. In 1945 the 
United States government, in pursuance of this pledge, published its 
Proposals for the Expansion of World Trade and Employment, These 
proposals were accepted as a basis of negotiation by the British govern- 
ment, were made part of the Anglo-American financial agreement of 
December, 1945, and were formally approved in principle by the 
governments of France, Poland, and Czechoslovakia. They were later 
elaborated into the form of an international charter and submitted 
to the United Nations. 

A preparatory committee of seventeen nations discussed this draft 
charter at a conference held at London in October-November, 1946. 
A second preparatory conference met at Geneva from April 10 to 
August 22, 1947, and agreed upon the provisional text of a revised 
charter. The twenty-three nations present signed a General Agree- 
ment on Tariffs and Trade, incorporating its substance.^- Attached 
to the General Agreement was a schedule of tariff duties upon which 
substantial reductions had been made in an interlocking series of 
123 bilateral agreements. This very considerable achievement con- 
stituted the greatest reduction of tariff barriers ever negotiated in a 
single conference. The parties to the Geneva negotiations with their 
dependent colonies conducted approximately .70 per cent of the total 
value of world trade, so that their action was an important step to- 
ward freer international co-operation. Subsequent negotiations con- 
cerning the International Trade Charter took place in the diplomatic 

12 Cf. United Nations, General Agreement on Tariffs and Trade, 4 vols., New York, 
1947. The twenty-three couiuriesf were: Australia, Belj^ium. Brazil, Burma, Canada, 
Ceylon, Chile, China, Cuba, Czechoslovakia, France, India, Lebanon, Luxembourg, 
Netherlands, New Zealand, Norway. Pakistan, Southern Rhodesia, Syria, South Africa, 
Britain, and the United States. 

For a summary of the negotiations and an analysis of the Geneva draft of the charter, 
cf. Carnegie Endowment for International Peace, International Conciliation, New York, 
No. 454, October 1947. 
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conference called by the United Nations at Havana from November, 
1947, to FebrWry, 1948.“ 

The difficulties that confronted thft conference largely reflected 
the clash of economic policies and philosophies which is the subject 
of this chapter. The United States sought to obtain agreement among 
the nations to allow a maximum of free enterprise to function in a 
world of expanding multilateral trade. It was extremely difficult for 
other governments to give firm commitments to abandon the con- 
trols they had established over external trade. Their difficulties arose 
largely from short-run disequilibria in their international bsUances. 
Their external trade controls were integrated with the national plan- 
ning policies which many governments had adopted to cope with 
the economic disorganization caused by the war. ^ 

Any attempt to understand this confused situation must distinguish 
not only between the facts and the opinions held concerning them, 
but also between the short- and long-run aspects of the situation. These 
distinctions are necessarily somewhat artificial. The facts influence 
opinions, and the policies based on those opinions affect the facts. At 
the same time the short- and long-run considerations cannot be sharply 
separated. Nevertheless much of the confusion of controversy con- 
cerning commercial and monetary policy in the first postwar years 
arose from failure to make this double distinction. The result was 
that argument proceeded at cross-purposes. Hence an attempt must 
be made to separate the issues. 

In the impoverished and distorted economic structure of the postwar 
\vorld, the economic relations between the nations were such that an 
immediate postwar emergency had to be dealt with before long-run 
mechanisms could be installed with any hope of success. The pro- 
posBls of the United States for freer multilateral trade involved the 
abandonment of controls over foreign trade and foreign payments 
that seemed to other countries to be essential instruments of national 
economic planning. Of more practical importance was the fact that 
those controls w^ere the chief means by which the impoverished coun- 
tries were attempting in the crisis of postwar reconstruction to cope 
with the strains on their balances of payments. The United States 
proposals for an international trade charter were never intended to 
cope with the emergency situation. The charter pledged its signatories 
to the principles of freer multilateral trade, but it recognized that 

See Chapter XVlll, “A Framework oC World Order.*’ 
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over a prolonged emergency period it was necessary to contemplate 
the use of quotas Aid exchangd^ control. 

The emergency was made evident by the increasing difficulty which 
many countries faced in Finding dollar exchange to pay for imports 
from the United States. Behind this financial problem, there lay a 
much more fundamental economic disequilibrium. It was more than 
doubtful whether loans or gifts of dollars could bridge over the emer- 
gency unless they were used to help toward a permanent solution of 
the more fundamental problem presented by the gap between the 
productivity and living levels of the New World countries, particu- 
larly of the United States, and of the rest of the world including 
western Europe. This gap had never been so wide. Nor was there any 
sign of this situation being reversed. The United States had a long 
start in the new scientific technology. Its unparalleled facilities for 
applied scientific research and pnxess development were steadily in- 
creasing its competitive advantage. In default of an imaginative pro- 
gram by which other countries might be helped to develop their pro- 
ductivity by the new technical methods, most of them were constrained 
to limit their purchases from the United States. At the same time they 
were being forced to draw upon their last reserves of gold and dollar 
exchange to pay for the imports which they could not do without. 
Hence each of them was watching anxiously the components of its 
national income, and particularly the balance of its external pay- 
ments. 

In all of the western European countries there had been a great 
impoverishment of equipment and material resources. Current pro- 
duction after the war ran at a low level. There was widespread ac- 
ceptance of the necessity for national economic planning to maintain 
full employment at prevailing standards of wages and working con- 
ditions — standards which had been raised by comprehensive social- 
security legislation. In order to allocate the scarce supplies both of capi- 
tal and of consumer goods and to prevent the abundant purchasing 
power from starling an inflationary price spiral, the existing price and 
rationing controls were maintained and even reinforced. At the same 
time there was pressing need to increase production and this called 
for large investment programs. But the rationing of scarce supplies, 
particularly of fuel and raw materials, handicapped productive effi- 
ciency. Insufficient reserves caused repeated interruptions of pro- 
duction. At critical moments these became serious, as was demon- 
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strated in the winter of 1946-47 when a relatively small shortage of 
coal caused an extensive curtailment of power supplied to British 
factories. In these conditions, plannee! investment programs, though 
aiming at increased future productivity, reinforced the immediate in- 
flationary pressures and made necessary even more stringent price 
and rationing controls. 

In addition to the controls exercised over domestic economic ac- 
tivity, national economic planning had involved strict contrcils over 
tlie international balance of payments. Those controls were directed 
against any leakage of foreign exchange needed to pay for imports of 
essential food, raw materials, and capital equipment. They we^e also 
directed toward mobilizing the maximum receipts from exports, 
particularly from those exports that produced the foreign currencies 
needed to purchase essential imports. It was not surprising to find that 
when the dollar scarcity rose to a crisis in tlie summer of 1947, the 
British authorities withdrew permission for British tourists to use 
foreign exchange for their expenditures abroad and promoted a cam- 
paign to attract foreign tourists to Britain. At the same time they sus- 
pended the right of foreign holders of sterling balances accruing 
from current trade to convert their sterling into dollars, tightened 
the domestic rationing of foodstuffs, imposed heavy taxation on im- 
ported films and tobacco, refused any longer to supply gasoline to 
private automobilists, and introduced more severe import controls, 
particularly on the imports that had to be paid for in dollars. 

The emergency postwar situation was rendered more difficult by 
this conflict between the philosophy and practice of national eco- 
nomic planning, which the western European countries used to cope 
with their immediate short-run difficulties, and free competitive en- 
terprise, which the United States desired to restore as a long-run 
principle. The case for national economic planning was strongest in 
the short-run. On the other hand, a strong case could be made for 
allowing fompetitive forces to work toward long-run equilibrium. 
Those few economists who contended that it was possible or desirable 
for the western European countries to abandon their internal and 
external controls argued that it would in ffict cause less social distress 
in the long run to accept a brief period of sharp unemployment while 
adjusting to a new competitive equilibrium than it would to main- 
tain full-employment policies at the cost of drifting into regimenta- 
tion at low living levels. This economic argument ignored political 
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realities. These included the probability of severe labor conflicts, and 
even political revol\^tions. if an attempt were made to i%ach equilib- 
rium at the expense of labor ^standards. On the other hand, *it was 
necessary to remember that there was no long run in which short-run 
difficulties would disappear. There would never be an ideal period in 
which to face the costs of adapting national economies to the changed 
postwar international equilibrium. Unless resolute action were taken 
at the earliest possible moment to work toward such adaptation, it 
was almost inevitable that these temporary controls would harden into 
l^ermanent regimentation. 

At the opposite extreme from those who advocated a speedy return 
to free competition and an acceptance of its costs were those who 
criticized the United States proposals for freer multilateral trade, on 
the ground that these proposals could not be relied upon to ensure 
the maintenance of full employment. An increasing number of econo- 
mists and political leaders in Britain and western Europe had come 
to defend policies of national planning for full employment not 
merely as a temporary necessity in the short-run emergency, but as a 
long-run policy to be developed and perfected. This view did not 
depend entirely upon the belief that a return to freer competitive 
trade would leave other countries defenseless against the strains im- 
posed upon them by fluctuations in the economic activity and trade 
of the United States. But that belief was widespread and played a 
considerable part in buttressing the case for national planning. 

It could be argued that internationally concerted policies of full 
employment would make possible a considerable relaxation of trade 
barriers. However, the possibility of securing international agreement 
upon such concerted policies was remote.^* The advocates of national 
planning for full employment were not satisfied that countries which 
desired to pursue full-employment policies would find their balances 
of payments sufficiently safeguarded in a crisis by the limited facilities 
of international short-term credit offered by the International Mone- 
tary Fund. They were convinced that if full-employment policies 

Cf. ihe specific proposals made by ihe Australian government to the Twenty-Sixth 
Session of the International Lalmi Conference at Philadelphia in 1944. These proposals 
included regular reporting, commitment to confer, and consideration, in the event of a 
serious decline in employment, of measures designed to stimulate private investment, in- 
crease public investment, increase consumption expenditures, and expand overseas in- 
vestment. The Australian resolution along these lines was rejected in committee. Cf. 
Allan G. B. Fisher, international Implications of Full Employment in Great Britain, 
Lmdon, i(|46, Ch. VIII. 
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were not to break down in a great depression, the countries pursuing 
them had to be free to restrict imports. Their cent/al thesis was that if 
full enrployment were to be sustained,4t would be necessary to pre- 
vent the national income — this being the aggregate of demand which 
sustained employment — from collapsing in a crisis. They* did not 
believe that within any country effective demand could be maintained 
by relying solely upon the central bank taking steps in a crisis to make 
cTedit cheap and abundant. They argued that it might be nec^essary 
for governments to put credit into effective circulation by emb^irking 
ufKJn large public expenditures. 

If this were done by one country alone, there would inevitably 
ensue a strain on its balance of payments which could not bd met 
merely by short-term credit from the International Monetary Fund. 
Either the full-employment country would need to be free to restrict 
imports in order to protect its balance of payments, or it must be able 
to rely upon other countries, particularly the United States, being 
pledged to undertake public expenditures sufficient to maintain full 
employment within their borders. In this view, international agree- 
ment to maintain full employment would force every country to 
meet a threatened depression by embarking upon public expenditures 
of unpredictable magnitude. There were constitutional limitations 
that would make it impossible for any United States administration to 
assume such commitments. Even if public opinion could be brought 
in a crisis to support Congressional action in this direction, no ad- 
ministration could give assurances that a future Congress would imple- 
ment such commitments. 

Thus the international safeguarding of national economic planning 
to ensure full employment demanded international economic plan- 
ning in the sense of commitments to take concerted action. Since the 
United States was not in a position to make such commitments, the 
possibility of a world system of planned full employment was ruled 
out. Two possibilities remained. Individual countries might follow 
policies de*signed to maintain full employment and might plan the 
necessary action to prevent strains on the balances of payments from 
jeopardizing their national policies. Or an attempt might be made to 
achieve multilateral trade based on concerted full-employment poli- 
cies within a large region of like-minded countries. 

There were many countries whose governmental structure was 
too rudimentary to enable them to follow full-employment policies. 
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Among these were India, China, and most of Latin America. Most of 
the “immature cotAitrics“ to wtfkh loans and liquid filnds might be 
directed by the InternationaPInvestment Board projected by the ex- 
ponents of international full-employment policies fell into this cate- 
gory. Their administrative backwardness miglit not be of great sig- 
nificance if they were part of an international system centered upon a 
mature country, prepared as Britain had been in the nineteenth cen- 
tury to accept imports and provide liquid funds, and also to furnish a 
stream of long-term foreign investment funds for this development. 
Blit the United States was for the foreseeable future the major source 
bpth of liquid short-term banking accommodation and of long-run 
permanent investment funds. With the United States outside any 
regional system that might be projected, it was clear that the organizing 
countries must limit the area of their operations to countries within 
their political influence and also within their economic and financial 
potentialities. In practical politics, the full-employment proposals of 
British planning economists seemed likely to reinforce the political 
plans of those who projected the formation of an enlarged sterling 
area. 

Before dealing further with the proposal for regional agreement 
to pursue full-employment policies, it is convenient to consider the 
international economic policies that would be involved in any attempt 
to maintain full employment within one country, irrespective of the 
policies followed and of the fluctuations of economic activity in other 
countries. Such a national policy would strain its balance of payments 
merely by creating the domestic demand necessary to create full em- 
ployment, or by maintaining that demand when there was a slacken- 
ing of exports and an inen^ase of imports caused by declining employ- 
ment elsewhere. There were many examples in the interwar years of 
such ’inilateral policies — in Italy, Germany, Belgium, and France. 
Invariably before the point of full employment was reached, strains 
developed on the balance of payments and these called for restrictions 
on external transactions — to check imports or stimulate fexports, or 
to prevent a flight of capital. In other words, diere was a point at which 
it became necessary to lijnit the advantages accruing from interna- 
tional specialization, if national policies of full employment were to 
be pursued/® Moreover, such measures of intervention as worked 
through the price mechanism — import duties, export subsidies, cur- 

Cf. T. Halog^h in The Economics of FuU Elmployment, Oxford, 1^5, p. 135, 
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rency depreciation, and the like — proved to be cumbrous and slow- 
moving. If m^tervention was to be effective qi/ickly in preventing 
strains on the balance of payments frofn interfering with full-employ- 
ment policies, it had to resort to more direct measures — quotas, ex- 
change control, licensing, bulk purchases and sales, and bilateral trad- 
ing bargains. 

Any economist can demonstrate that an astute use of such devices, 
properly timed and skillfully administered, could influence the general 
conditions of trade in favor of the country imposing them.! Apart 
from the administrative and political difficulties of ensuring that such 
action could be timed and calculated accurately and would riot be 
merely a response to the pressures from interested groups, the advan- 
tages to be derived from such astuteness are minor when comjiared 
with the advantages of international specialization. It has been wisely 
said that “no country can, by being smart, juggle its way to prosperity 
while others languish.” Nor could any country — particularly a great 
manufacturing country — count Avith impunity upon the chance that 
its competitors would not retaliate against its efforts to manipulate the 
terms of trade in its favor. It was possible that retaliation might prove 
difficult and dangerous,**^ But even if this proved to be the case, the 
ultimate result of national planning for full employment, pursued 
unilaterally by direct methods of regulating the external balance, 
was bound to result in a marked trend toward autarky. Inevitably 
it was also bound to involve an increasing degree of domestic regula- 
tion leading ultimately to authoritarian planning. 

What was true of national planning was true in large measure also 
of the regional alternative. The larger and more self-contained the 
region, the greater would be the advantages of multilateral trade 
within its constituent units. Despite the growing mastery of chemists 
and physicists and biologists over materials, there was no^-egion in the 
postwar world which was self-suffitient. Indeed interdependence be- 
came greater with greater progress in the mechanization of industry. 


»«Cf. T. Balogh, “The Economics of Retaliation,” of Economic Studies, Vol. 

II, No. 2, 1944. It is of some interest to note that the assumptions made in this article arc 
a reasonably close approximation to reality, so that one may read for country A, the 
United States, and for country B, Great Britain. 'I'his is a good example of much of the 
current literature which argues controversial questions of current policy in the guise of 
theoretical analysis, the definitions and assumptions being in fact rationalizations of a 
particular situation. 
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This was true even for the basic materials necessary to maintain in- 
dustrial productioii and military |5ower. It was still truer if account 
was taken of the levels to whicb productivity might be raised by inter- 
national co-operation in contrast with the present low levels of postwar 
productivity. While the losses to be expected from a recurrence of 
severe cyclical fluctuations of industry and employment were greater 
than those to be expected from a curtailment of international speciali- 
zation, it did not follow that a choice had to be made between a world 
of full employment, organized in autarkic national or regional units, 
and a world of multilateral trade afflicted with uncontrollable cyclical 
depressions. 

A middle path was possible. It involved giving up some measure of 
dogmatic adherence both to the new creed of full employment and to 
the older creed of free multilateral trade. It was unlikely that either 
of these creeds could be fully realized in the confusion and change of 
the postwar period. In the short run there was great concern for em- 
ployment — perhaps too much concern for employment and too little 
for inflation — particularly in the countries that had been impover- 
ished by war. It was not wise, however, to allow the longer-run ad- 
vantages of international specialization to be obscured by pressing 
immediacies. 

There was no possibility that this middle way could ever be tried if, 
in their eagerness to establish overnight the perfect economic world 
of their dreams, those responsible for economic policy fell into the 
pitfalls either on the left or on the right. A planned world of full em- 
ployment was not in the realm of political possibilities. Nor was a 
world of unqualified competitive equilibrium. Attempts to brush 
aside the war debris of disorganization and impoverishment in order 
to allow competitive forces to work freely would have involved such 
widespread suffering that it would not be long before even more 
stringent forms of national organization and control would become 
necessary. On the other hand, national policies, which in fear of 
temporary interference with ambitious social policies consolidated 
the national collectivism rapidly developing, would break the world 
into blocs pursuing trade by methods akin to economic warfare. 

The international institutions, which were created as forums of 
consultation and as agencies of flexible adjustment to changing situ- 
ations, had the means to ease countries over temporary difficulties. 
Those meansi however, were inadequate and were never meant to 
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cope with the immediate postwar strain. A great effort was called for 
— of self-help on the part of the countries ir^ipovcrished and ex- 
hausted by the war, and of realistic, miderstanding generosity on the 
part of those who had escaped such impoverishment. The war in fact 
had not ended when victory was achieved over the enemy powers. 
Unless the mutual aid which made victory possible was continued 
until reconstruction was well advanced, the long-run mechanisms 
devised for mutual accommodation in a peaceful world wouljd fail of 
their purpose and might never function in any effective w^y. Such 
mutual aid entailed both an absence of recrimination and a Willing- 
ness to put on one side dogmatic adherence to theoretical objectives 
in favor of a co-operative effort to discover workable methods of in- 
ternational economic co-operation. 
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A FRAMEWORK OF WORLD 

ORDER 


THE UNITED NATIONS CONCEPT 

The main emphasis of Part III has been upon the disruptive effects of 
two world wars, upon the revolutionary changes in tlie technical 
methods and structure of business enterprise, and upon the increasing 
government intervention in economic activity. We are living through 
a period of revolutions and wars in which the processes of social change 
are quickened. New power alignments are developing. The confusion 
is the greater because a new aggressive philosophy of political and 
economic organization has emerged to challenge the fundamental 
postulates of the established order. It is reasonable to expect that tlie 
economic and political map of the world will register shifts in the 
location of industry, in political structure, and in the balance of power 
that will make the latter half of this century as different from tlie 
nineteenth as the latter halt of the nineteenth was from the eighteenth 
century. 

In these changes, the promise not so much of atomic energy as ol 
the new scientific knowledge of which it is a by-product is balanced by 
a threat of scientific warfare. The choice between co-operation and 
violence becomes more significant with every advance in scientific 
knowledge. From any rational standpoint, war has become an anach- 
ronism. The supreme question confronting this generation is the 
challenge to create effective mechanisms for the pacific settlement of 
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international disputes. Since these disputes originate in the complex 
relations beti/een nation-states, the negative prcj^lem of preserving 
peace is part of the larger, positive pr^^blem of organizing peaceful 
international co-operation. 

The United Nations and its associated agencies constitute the latest 
and most ambitious attempt to organize effective means of interna- 
tional co-operation. There is a long history behind them. Since the late 
nineteenth century, the increasing range of international contacts has 
evoked a large number of international associations both privalte and 
official. Some of the earliest were founded by the initiative of in- 
dividual governments. Thus Belgium set up and carried the\main 
burden of financing both an International Statistical Bureau (^885) 
and a Union for the Publication of Customs Tariffs (1890). 'The 
French government initiated the Office International d‘Hygiene 
(1903) and the Institut International de Cooperation Intellectuelle 
(1926). The International Institute of Agriculture at Rome, though 
founded in 1905 largely by the enthusiasm of an American, David 
Lubin, later derived its main support from the Italian government. 
Some of the earlier private associations pioneered the way for later 
official agencies. The International Association for Labor Legisla- 
tion, founded in 1897, was the precursor of the International Labor 
Organization, which in 1920 was created as a semi-autonomous agency 
of the League of Nations and in 1945 became a specialized agency 
of the United Nations. There has been a constant tendency for official 
organizations to take over the work of private associations and for these 
official organizations to be grouped with the international institutions 
created to maintain peace. There remains a great variety both of 
official and of private international agencies in addition to the United 
Nations agencies. 

The League of Nations was created in 1919 primarily as a mecha- 
nism for the collective enforcement of peace. In form it was a loose 
confederation of nation-states pledged to enforce the principles of 
pacific settlement laid down in the covenant. Though the covenant 
was drawn up by the victors, most of the smaller powers that had been 
neutrals during the war and all the defeated powers, including Ger- 
many, later . adhered to it. Though individual Americans took an 
active part in League committees and the United States government 
after 1931 co-operated with many League activities, tlie United States 
never became a member. Germany was a member only from 1926 to 
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1934 and the U.S.S.R. from 1934 ^^1940. There were other defections 
and the League ne^r became the universal organization it was de* 
signed to be. 

Though designed as an instrument of collective security, the League 
developed many technical activities during the two decades of its active 
existence. The organization of facilities for international co-operation 
in such fields as public health, the traffic in opium and narcotic drugs, 
the reconstruction of devastated countries, and the resettlement of 
refugees were among its most successful activities. 

The League organization was unitary. All of its activities went to 
the Assembly through the Council composed of Foreign Ministers 
(or their deputies) who were preoccupied with political questions, 
such as disarmament or the successive disputes that threatened a 
breach of the peace. It could be argued that it was an advantage to 
leave final decision in the hands of political leaders, since technicians 
could not commit their governments. But many questions of inter- 
national co-operation were not closely connected with the great issues 
of peace and war. Action by responsible political leaders was necessary 
but it was in such technical fields as agricultural, fiscal, labor, mone- 
tary, and tariff policy rather than in the high political questions with 
which Foreign Offices were usually concerned. The whole apparatus 
of national governments was involved, and effective international 
co-operation called for more elaborate mechanisms than could be 
provided by the simple unitary structure of the League. 

The United Nations and its associated organs created in 1945 pro- 
vided a much more elaborate series of consultative mechanisms. The 
great political issues of peace and war were entrusted to a Security 
Council. The issues of international co-operation were entrusted un- 
der the Assembly to an Economic aqd Social Council and a Trustee- 
ship Council. Since conflict is easily dramatized and the issues of po- 
litical conflict lend themselves to such dramatization, the proceedings 
of the Security Council received most publicity in the first years of 
the United Nations. The weight of the mechanism, however, was in- 
tended to lie in the Econoihic and Social Council and the Trusteeship 
Council. The work of these Councils was fundamental to the success 
of the United Nations because the whole concept of the organization 
was one pf consultative co-operation between sovereign states rather 
than one of the collective enforcement of peace. 
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Like the League of Nations, but to an even greater extent, the 
United Nations was based upon a frank acceptai^e of national sover- 
eignty. Its first formative years demo5utrated that national govern- 
ments intended to keep a tighter grip on its mechanisms than they had 
kept on the League of Nations. For example, there was less use of 
independent experts on committees and commissions, and a greater 
use of national representatives drawn from government agencies. 
Moreover, the influence of the great powers was more explicit and 
more extensive. In the Security Council particularly, the pernjianent 
members — Britain, China, France, the United States, and the UIS.S.R. 
— were given voting power that placed them in an entirely different 
position from the other members. The privileged position of! these 
permanent members made it apparent that the United Nations\ con- 
cept was postulated upon their agreed action. 

Since China did not command the resources of a great power, and 
Britain and France aligned themselves on all important policy issues 
with the United States, the unanimity that had to be secured before 
the United Nations could function eftectively came down in practice 
to agreement between the United States and the U.S.S.R. As long as 
the U.S.S.R. found itself in a minority among the permanent members 
on the Security Council and in the Assembly, the veto which pre- 
vented action was that of the U.S.S.R. The Russians used their veto 
power more frequently and on relatively less imporunt issues than 
had been contemplated by the framers of the Charter, but it was not 
difficult to conceive circumstances in which this right of veto might 
become important to the other permanent members — ^particularly 
to the United States. Public opinion in the United States might ac- 
cept a decision of detail which the United States representatives had 
opposed, but it was difficult to imagine accepunce of such a decision 
on an issue vital to national security. For instance, if communist gov- 
ernments came to power in France and China, the United States would 
be placed in a minority on the Security Council. If a proposal were 
then advSneed to hand over the control of all international waterways, 
including the Suez and Panama C<anal$, to a United Nations commis- 
sion dominated by the U.S.S.R., the Unjted States would certainly 
exercise its veto power. 

Although the technical commissions and spetialized agencies of the 
United Nations did not have the same voting arrangements as the 
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Security Council, their activity was hampered by the conflict of ideol- 
ogies. There are soi^e students o| international affairsVho believe 
that effective cooperation in technical fields must precede any attempt 
to organize collective security. This belief is based upon the theory 
that increasing awareness of the need for co-operation and mutual 
trust, developing from the habit of consultation and common action, 
will gradually engender a greater readiness to experiment in political 
as distinct from technical questions. The difficulty here is that all 
technical co-operation involves political considerations. The conflict 
between the Soviet concept of government and economic organization 
and that held by the rest of the world was so fundamental that it 
colored all technical discussions. The experience of tlie technical 
commissions and specialized agencies of the United Nations illustrated 
only too well the difficulty of organi7.ing effective means of technical 
co-operation between nations that did not share a common political 
philosophy. Though some states in the Soviet zone became members 
of some of the specialized agencies, the U.S.S.R. abstained from active 
membership in all but three. The codes of economic co-operation 
which the specialized economic agencies had drawn up were open to 
adherence by all states, but they entailed acceptance of obligations 
postulated upon a political and economic philosophy which was re- 
jected by the U.S.S.R. 

The organization of the United Nations is shown by the diagram on 
pages 628-29. The U.S.S.R. was represented on the Security Council 
and its subordinate commissions, on the General Assembly and the 
International Court of Justice, on the Trusteeship Council, on the 
Secretariat, and on the Economic and Social Council and its com- 
missipns and subcommissions. It had also joined the three specialized 
agencies which could be described as clearing agencies for national 
services — the International Telecommunications Union, the Uni- 
versal Postil Union, and the World Health Organization — but in 
February, 1949, it served notice of withdrawal from the latter. It 
had not joined any of the specialized economic agencies — fhe Inter- 
national Labor Organization, the Food and Agriculture Organization, 
the International Bank for Reconstruction and Development, the 
International Monetary Fund, and the International Trade Organi- 
zation. While several states within the Soviet zone were members, tlie 
division between the Soviet and non-Soviet world, without Soviet par- 
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ticipation in these economic agencies, would become sharper the more 
effectively they were organized.^ ^ 

In an attempt to overcome the difficuUies that arose from the unitary 
organization of the League of Nations, specialized agencies with 
autonomous powers had been created to deal with specific technical 
fields of international co-operation. There were twelve of these, each 
with its own charter setting up an annual conference, a smaller execu- 
tive body meeting more frequently, and a secretariat.* 

Each one negotiated with the Economic and Social Counjcil an 
agreement intended to define its functions, to facilitate interagency 
co-operation, and to prevent any unnecessary duplication of activities. 
It may be argued that at the present stage of international rela^ons, 
there is need for flexibility and experiment. Too great insistence Upon 
the avoidance of overlapping functions — for example in statistical 
and research activities — could lead quickly to artificial and sterile 
demarcation. Nor should the cost of such experimental duplication 
be overstressed. Compared with the very much greater amounts spent 
— for example upon industrial research which in the United States 

, 1 Memliership of the Soviet zone states in the specialized agencies at the end of 1948 was: 

International Labor Organization: Albania, Bulgaria, Czechoslovakia, Hungary, Po> 
land. 

United Nations Educational, Scientific and Cultural Organization: Czechoslovakia, 
Hungary, Poland. 

Food and Agriculture Organization: Czechoslovakia, Hungary, Poland, Yugoslavia. 

International Civil Aviation Organization: Czechoslovakia, Poland. 

International Monetary Fund: Czechoslovakia, Poland, Yugoslavia. 

International Bank for Reconstruction and Development: Czechoslovakia, Poland, 
Yugoslavia. 

World Health Organization: Albania, Bulgaria, Byelorussia S.S.R., Czechoslovakia, 
Poland, Ukraine S.S.R., U.S.S.R. (served notice of withdrawal in February 1949), 
Yugoslavia. 

International l elecommunications Union: All, including U.S.S.R. 

Universal Postal Union: All, including U.S.$.R. 

International Trade Organization, Czechoslovakia. 

International Maritime Consultative Organization: Poland. 

« These specialized agencies were: 

International LalK)r Organization (l.L.O.) 

Food and Agriculture Organization (F.A.O.) 

International Bank for Reconstruction and Development (l.B.R.D.) 

International Monetary Fund (I.M.F.) 

International Trade Organization (I.T.O.) 

Universal Postal Union (U.P.U.) 

International Civil Aviation Organization (I.C.A.O.) 

International Maritime Consultative Organization (I.M.C.O.) 

United Nations Educational, Scientific and Cultural Organization (U.N.E.S.C.O.) 
World Health Organization (W.H.O.) 

International Refugee Organization (l.R.O.) 
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alone was running at about a billion dollars a year — the $70 million 
of United Nations i^xpense shared among all the menfbers was not 
an excessive sum to venture upon af search for effective means of inter- 
national co-operation. 

The real risk was that efficiency would suffer in the dispersion of 
effort entailed in trying to do too much too quickly. In addition to the 
twelve specialized agencies, the Economic and Social Council of the 
United Nations had set up fourteen commissions and some of these 
had set up sub-commissions.’* 

These economic commissions dealt with questions handled by the 
specialized economic agencies. Thus the Economic and Employment 
Commission, with its two sub-commissions on Employment and Eco- 
nomic Stability and on Economic Development, was concerned with 
issues that were also of concern to the International Labor Organi- 
zation, the International Bank, the International Monetary Fund, and 
the International Trade Organization. It was conceivable that the 
Economic and Social Council might use its commissions as the instru- 
ments through which to co-ordinate the activities of the specialized 
agencies. But it was also possible that competition and rivalries might 
develop. 

The possibilities of duplication appeared even greater between the 
regional commissions and the regional organizations that had been 
created outside the United Nations and between both of these and 

3 The list which follows is siilficient to indicate the difficulty of classifying these com- 
missions: 

Economic Commission for Europe 
Inland Transportation Committee 
Coal Committee 

Economic Commission for Asia and the Far East 
Inter-American Economic Commission 
Economic and Employment Commission 
Sub-Commission on Employment and Economic Stability 
Sub-Commission on Economic Development 
Economic Reconstruction of Devastated Areas Commission 
Transport and Communications Commission 
Fiscal Commission 
Statistical Commission 
Population Commission 
Social Commission ^ 

Commission on Human Rights 
Sub-Commission on Freedom of Information and the Press 
Sub-Commission on Prevention of Discrimination and Protection of Minorities 
Commission on Status of Women 
Commission on Narcotic Drugs 
Internationaf Children's Emergency Fund 
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the specialized agencies set up to deal on a world-wide basis with labor, 
agriculture, investment, money, and trade. The^main dangers to be 
watched in this confusion of competiAg regional and functional or- 
ganizations within and without the United Nations were the strain 
that it imposed upon resources and personnel and the dispersion of 
effort upon coordination rather than its concentration upon specific 
activity. For the smaller members the cost could become a serious drain 
upon limited foreign exchange resources, particularly of dolljars. If 
default in payment of contributions became widespread, a ^erious 
situation would arise. The l.eague of Nations had faced such defaults, 
and this had been the primary reason why its activities had been re- 
stricted to a limited number of urgently necessary projects. Even 
more important than this monetary aspect was the strain placed dpon 
the limited personnel. As the number of commissions and committees 
increased and met more frequently, the representation particularly 
of the smaller countries devolved either upon permanent delegates 
who were forced to act on questions where they had no particular au- 
thority, or upon junior officials without power to commit their govern- 
ments. Responsible statesmen could not take the necessary time aWay 
from their own countries. Therefore discussions tended to become 
more academic, more prolonged, and less decisive. 

The International Monetary Fund and the International Bank had 
their own funds and were able to operate without the handicaps im- 
posed on those agencies which had to work on voted budgets. How- 
ever, their activities tended to become more specialized and to be 
divorced from the general plan of consultation and co-ordination of 
policy under the Economic and Social Council. A considerable effort 
of integration was needed if international economic co-operation was 
to be effectively organized. 

The oldest of the specialized agencies was the International Labor 
Organization. From its beginning in 1920 as a semi-autonomous 
agency of\he League of Nations, the I.L.O. had given direct repre- 
sentation to organized labor and management as well as governments. 
This tripartite representation was maintained in the annual con- 
ferences, in tile more frequent meetings of the governing body, and 
throughout the increasingly elaborate structure of committees and 
sub-committees. The United States had become a member of the 
organization in 1934. Its survival was largely due to the widespread 
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support of numbers of trade union officials and employers, as well as 
government officials^ who had panicipated actively in ifs work. Over 
more than twenty years, knowledge of its activities had permeated 
through these representatives to the organized trade unions and man- 
agement associations. 

The I.L.O. had been able to present to its annual conferences a 
long series of conventions setting up standards in regard to many 
aspects of labor and social legislation. These conventions were sub- 
mitted to national governments for ratification. As they were slowly 
ratified, a minimum code of labor conditions was gradually evolved. 
Conventions representing the lowest common denominator of legis- 
lation upon which international agreement could be secured were 
the target at which I.L.O. activities were aimed. The record of success 
in hitting this target was relatively modest, but the most imporunt 
achievements of the I.L.O. were by-products of these activities. One 
was the reinforcement of free-trade unionism in many countries 
where labor organization was in its infancy. Another was the increased 
understanding of labor and social problems that was gained by those 
who participated in discussions of these problems with men and 
women engaged in the same kind of activities as their own. A con- 
tinuous process of mutual education went on between the three major 
groups — government, trade union, and management representatives. 
Moreover, the specialized experience of the secretariat and the expert 
advice it could mobilize from individuals and agencies outside the 
I.L.O. were made available to any member-government that asked 
for it. Thus members of the secretariat gave expert assistance in set- 
ting up social-security administrations in several Latin-American 
countries. The I.L.O. had achieved its greatest successes by the meth- 
ods of consulutive co-operation, and mutual education. It had no 
power except the power of persuasion. Its conventions could only be 
submitted to national governments for ratification and enactment as 
and if each government saw fit. Yet in the course of preparing these 
conventions, the I.L.O. had exercised a degree of influence upon 
public opinion and upon national governments greater than could be 
measured by the numbenof ratifications secured. 

In two major respects, both of which illustrated its main reliance 
upon consultative procedures, the I.L.O. had extended its activities 
in recent years. Beginning in 1936, it had held a series of regional 
conferences. During the second World War also, it had created In- 
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dustrial Committees to explore the possibilities of improving working 
conditions in specific industries such as textilqfj, inland transport, 
coal mining, metal trades, iron and steel production, petroleum, and 
building trades. This devolution by region and by industry went hand 
in hand with a broadening of the objectives of the organization as a 
whole. The conference held at Philadelphia in 1944 adopted a postwar 
program based largely upon the maintenance of full-employment poli- 
cies. The conference held at San Francisco in 1948 was centered upon 
discussion of a proposed convention on the riglit of freedom of asso- 
ciation of workers. That discussion clearly revealed the division be- 
tween the concepts of freedom held by the Soviet and non-Soviet 
world. And it illustrated the fact that the more effectively the special- 
ized agencies of the United Nations implement the principles of inter- 
national economic co-operation in the non-Soviet world, the sharper 
becomes the conflict between that world and the Soviet system. 

Nowhere was the difficulty of organizing effective international 
co-operation more evident than in the field covered by the Food and 
Agriculture Organization. The majority of the world’s people are 
still engaged in agriculture. In the densely populated countries of 
Asia, proportions of the population ranging up to 80 per cent work 
directly on the land. Nonetheless these countries contribute little to 
the world exports of food. These come mainly from the highly organ- 
ized and mechanized countries of the New World. There has always 
been a shortage of food in the world as a whole. After the second 
World War, this shortage extended even to the western European 
nations. The whole nexus of problems connected with agriculture — 
production, trade, nutrition, and health — called for scientific, eco- 
nomic, and political collaboration. Food is the first essential of 
human life. But man has not yet succeeded in organizing effective 
means of co-operating to meet this most primitive of his needs. 

It was tjierefore a well-calculated decision to explore the possibility 
of postwar collaboration by calling an international conference on 
food and agricultural questions even before the second World War 
ended. After this conference at Hot Spring, Virginia, in May, 1943, 
there was a prolonged period of study by expert technicians before 
the Food and Agriculture Organization (F.A.O.) was officially created 
on October 16, 1945. More than forty governments quickly accepted 
membership. The declared purposes of the organization were to raise 
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the nutrition levels and standards of living in all countries, to improve 
the production and distribution 6 M\ food and agricultural products, 
to better the condition of rural populations, and to contribute toward 
an expanding world economy. While these objectives commanded 
universal assent, finding effective means to implement them was no 
easy task. 

Before this new agency could be well organized, the anticipated 
food crisis at the close of the war had become a stark reality. There 
was famine in India and China. Over most of Europe millions of 
people were on rations. The caloric content of their diets was often 
much below the minimum necessary for normal health. Deficiency 
diseases were widespread. Emergency steps had to be taken to ship 
food, particularly to Europe. The United Nations Relief and Re- 
habilitation Administration was created on November 9, 1943. But 
its program did not include the former enemy countries, and these 
had to be fed by the occupation armies. On June 30, 1947, the 
U.N.R.R.A. program was terminated and in its place the United States 
and other governments made emergency loans so that food could be 
purchased. In 1948, the European Recovery Plan began to function. 
At the same time a good harvest seemed to promise the end of the 
immediate postwar emergency. 

There was a longer-run aspect of the world food situation which 
was more ominous. The population of the world was estimated to 
have increased by about 200 million in the decade preceding 1948. 
Many of the food-producing areas were in a disturbed political and 
economic situation. This was particularly the case in the rice bowls 
of the Far East — Burma, Indo-China, and Indonesia. On the other 
hand, as western Europe increased its agricultural production, the 
risk grew that surpluses of agricultural staples, such as wheat, siipilar 
to those which had caused the agricultural depression in 1928-29, 
would again begin to accumulate. The case for rationalization of tlie 
world’s agricultural production and trade was a strong case on three 
counts. 

The first was the world's essential poverty. This was indicated by 
the fact that before the second World War at least half the world’s 
population was subsisting at a food consumption level too low to 
maintain normal health. The second was the growing danger of 
famine in the heavily populated regions of Asia, such as India, China, 
and even Indo-China, Burma, and Indonesia. The third was the risk of 
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agricultural qialadjustment in the richer third of the world — ^western 
Europe and the food-exporting countri^ of the hfew World — ^leading 
once more to economic breakdown and depression. In September, 
1946, the Director-General of the F.A.O. submitted to the annual 
conference at Copenhagen the results of a World Food Survey, to- 
gether with recommendations to set up a World Food Board. The 
proposal was that this board should be created to develop and or^nize 
production, distribution and consumption of the basic foods $9 9s to 
provide diets on a health standard for peoples of all countries, ^d in 
doing so to stabilize agricultural prices at levels fair to producen and 
consumers alike. \ 

The adoption of this proposal would have created a supra-natipnal 
agency which could have functioned effectively only if national gov- 
ernments had been prepared to endow it with effective power and 
resources. Its organization would have been a vast administrative 
problem, since it would have required both regional and functional 
decentralization. It was certain that the'U.S.S.R. would not co-operate, 
and practically certain that none of its satellite countries in eastern 
Europe would be allowed to co-operate. In practice the World 
Food Board would necessarily have become an agency of the western 
European consumers and of the agricultural-exporting countries of 
the New World. It would have constituted an enlarged version of the 
Joint Food Board which operated under the Anglo-American Com- 
bined Chiefs of Staff during the second World War. In the present 
state of most of the Asiatic countries, it would have been very diffi- 
cult to organize the means whereby they might have participated 
effectively. 

Moreover, a very large question of principle was raised. Was the 
time ripe to take such a long step forward toward world government? 
Should these vital issues of food, nutrition, health, and agricultural 
welfare be decided by expert, authoritative world government from 
above, or* by the slower processes of consultative co-operation and 
mutual education between national governments? The decision was 
to continue consultative co-operation. This^was made at a meeting of 
the Preparatory Commission on World Food Proposals in Washington 
from October, 1946, to January, 1947. Largely upon the insistence of 
the United States, the proposal to establish a World Food Board with 
powers to staUlize agricultural prices, to purchase and allocate sup 
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plies, and to set up food reserves was rejected. Instead, eWorld Food 
Council of eighteeninations wm slt^up within the F.A.O. to keep the 
question of world food supplies continuously under review and to 
recommend to national governments such action as seemed desirable. 

The F.A.O. had been created in 1945 as an agency for research and 
consultative co-operation among independent sovereign states. It had 
no operative functions and no power in iu own right. Much of the 
world might go hungry and even lapse into revolutionary chaos be- 
fore the research men and statisticians could begin to produce the in- 
formation that would lead by consultative agreement to action by 
national governments. There was grave risk that the maladjustments 
of agricultural production might cause a world agricultural depres- 
sion. It was also possible that increases in population might in time 
lead to an even more serious food crisis. 

Before action could be taken to forestall such disasters, it was neces- 
sary to obtain more knowledge and a greater popular and official ap- 
preciation of the need for international co-operation. What the im- 
mediate postwar crisis demonstrated was not the need for supra-na- 
tional authoritative organization. It was the need quickly to organize 
efficient research and public education. Action not based on adequate 
knowledge and understanding of the basic issues could be no more 
than palliative. While bringing temporary relief it might aggravate 
tlie crisis in the long run. Anyone who tried to answer accurately the 
simplest international economic question soon became aware that 
only fragmentary facts were available. No one knew within 10 per 
cent, how many people there were in the world to be fed. No one knew 
for large regions what increases of population were likely to result 
from the developing trends of increase. There were great gaps in 
information as to the world production and consumption of different 
kinds of food. On the scientific side there was much to be done in re- 
gard to such questions as nutrition, crop cultivation, and the study 
of plant and animal diseases. Education must accompany«research. 
Even with an imperfect state of knowledge, production could be vastly 
increased if what was already known to scientists could be effectively 
implemented by those who cultivated the soil. But political action to 
organize more efficient production and a freer interchange of agricul- 
tural products could not be undertaken effectively until the urgency 
of.takiqg such action was more widely understood. 
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ImmediateJy after the second World War, the world was not ripe for 
positive policies of international action in the^e fields. The basic 
issues were not clear even to the informed experts. Such knowledge as 
they had was not widely enough diffused among those who wielded 
political power nor aitiong the general public. From the long-run view- 
point the most important matter was to push ahead with the organi- 
zation of research and consultative mechanisms while staving off 
emergencies by whatever national or international mean^ seemed 
practicable. A sound argument could be made for doing as imuch as 
could be effectively done through the international agencies, put care 
had to be taken not to overload these agencies prematurely. \ And in 
an emergency it was often more important to have the job done 
quickly and efficiently than to insist upon doing it in a particular 
way. 

Research and consultative co-operation have been the activities 
most necessary and most valuable in the development of international 
institutions. This is true even of the specialized agencies with opera- 
tive responsibilities. Those agencies had been created to administer 
elaborate codes of international monetary policy, investment, and 
trading principles, and to function within those codes in ways that 
had not before been practicable. The most specific code was that which 
established the International Monetary Fund. But it was precisely in 
this highly technical field of international monetary relations that 
research was most needed, and that the informed judgment of prac- 
titioners constituted the largest element in that research. 

There are no magic formulas of action. Issues have to be defined, 
and action has to be taken, according to the best judgment of those 
capable of weighing the imponderable as well as the measurable fac- 
tors in a constantly changing and always sensitive series of complicated 
relationships. It was encouraging progress, therefore, when technicians 
drawn from a large number of countries, including all xhe countries 
most prpjninently engaged in world trade, found themselves in con- 
tinuous consultation, and when their communications with respon- 
sible national authorities were reinforced by periodic official meetings. 

It cannot be too often repeated that important contributions to 
political education derive from continuous consultative co-operation 
1^ on issues of common concern. Both the I.L.O. and the F.A.O. found 
pQ^heir most effective outlets in research, in the organizing of expert 
“Ip to members requesting technical aid, and in bringing together 
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expert official groups from different countries to explor^ problems of 
common concern. Tjhe trained afid experienced international secre- 
tariats could throw a flood of*new light upon the international rela- 
tions between seemingly unrelated national facts. The publications of 
the Economic Intelligence Service of the League of Nations did so 
particularly in respect to trade and monetary developments between 
the wars. Much could be done by rendering more intelligibly compa- 
rable the national statistics relative to currencies, weights and meas- 
ures, and the like. These are collected in a variety of tongues by differ- 
ing methods and base periods, and with a bewildering variety of 
terminology. The international secretariats faced many difficulties in 
collecting these materials and translating them to a common and 
comparable basis. But they were able slowly to improve and make 
these national materials more adequate and comparable. If no other 
service could be rendered than this elementary one of collecting and 
shaping the bricks, a great deal would be achieved toward the build- 
ing of more adequate international understanding. 

THE INTERNATIONAL MONETARY FUND 

Broadly speaking the new specialized agencies erected at the close 
of World War II followed the pattern of the International Labor 
Organization. Though the forms of organization differed somewhat 
according to the functions of the agency, there was a broad similarity 
among them — an annual plenary conference of all members, a smaller 
executive body meeting more frequently, and a permanent secretariat 
with large powers; The International Monetary Fund was created to 
administer an agreed set of principles and procedures designed to 
develop an international monetary system. It was given both operat- 
ing responsibility and capital resources with which to discharge its 
responsibility. In three respects new ground was broken — an elaborate 
code was worked oqt to which the members pledged adherence, the 
administration of the code was entrusted to a specialized intennational 
agency, and that agency was given specific operating functions. 

It was in July, 1944, that a conference at Bretton Woods, at which 
forty-four governments were represented, negotiated articles of agree- 
ment to establish the International Monetary Fund. It is important to 
stress the long discussions that preceded the Bretton Woods confer- 
ence, because the fact is too often forgotten that international agree- 
ment upon complicated issues is not easily won. The first tentative 
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formulations by United States and British officials of plans for postwar 
collaboration on monetary policy were publish^ simultaneously in 
April, 1943. In the following months bankers and traders as well as 
economists and government officials in both countries took part in 
what was essentially a great debate in the democratic tradition. In 
May, 1943, two French economists published unofficially their sug- 
gestions regarding international monetary regulation, and in June 
a group of Canadian experts published a draft which combined the 
United States and British proposals. With the publication on July 10, 

1943, of a revised draft of the United States proposals the debate Vook 

a more authoritative turn/ \ 

One aspect of this debate was the exchange of expert ideas necessary 
to arrive at a workable compromise between the governments con- 
cerned. After the main lines of the United States and British proposals 
became known and these draft proposals were published, consulta- 
tions were widened to include some thirty countries. On April 21, 

1944. following what was in effect a preliminary international con- 
ference, there was published a Joint Statement by Experts on the Es- 
tablishment of an International Monetary Fund, This statement, 
which was based upon the United States proposals but incorporated 
the ideas of British, French, Canadian, and other experts, made it 
clear that agreement was possible among the responsible government 
officials. The next step was the calling of the official conference at- 
tended by forty-four governments at Bretton Woods in July, 1944. 
This conference made considerable changes in the draft articles of 
agreement. The final draft was a joint product. The good will and 
the desire of the governments to co-operate, combined with readiness 
to leave the technical methods of co-operation to be worked out by 
experts, made possible this instrument of collaboration. 

The backing of informed public opinion was as necessary as expert 
agreement. There had been acute disagreement among economists, 
bankers^ traders, and treasury officials on the major issues of postwar 
monetary policies. This disagreement reflected conflicting views as to 
planning and free enterprise, and became a rationalization of national 
situations. A large part of the public debate was thus aimed at mobiliz* 
ing public opinion for or against the official proposals. This caused 
frequent international misunderstandings. The proposals for inter- 
national collaboration had to be explained to public opinion in all 
the democratic countries. Many fears and some fallacies had to be 
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cleared away before the Fund became acceptable to public opinion. 
The British fears wpe in large incisure the reverse of those which 
caused opposition to the-Funcf in the United States. Thus when Lord 
Keynes, in the House of Lords, tried to calm British apprehensions 
that acceptance of the Fund agreement would entail a return to 
rigid gold standard principles, his remarks alarmed many in the 
United States who feared the degree of flexibility embodied in the 
agreements. These misunderstandings were inevitable in a long-range 
debate on highly technical issues which had to be interpreted to a 
non-specialist public opinion by newspaper men whose condensations 
of complicated arguments had in turn to meet press deadlines: Indeed 
it was a remarkable achievement to secure democratic assent to such 
a technically complicated agreement. 

After agreement was reached at Bretton Woods, it had to be ratified 
by the governments of countries having at least 65 per cent of the 
subscription quotas. Ratification involved more than formal ad- 
herence to the agreement. There had to be an appropriation equal to 
the country’s quota — in the case of the United States, $2,750 million. 
In every country the debate was renewed on the principles of monetary 
policy embodied in the agreement. The United States and a sufficient 
number of other countries took the necessary action, and the Fund 
was formally inaugurated in March, 1946. After an organizing period 
for the recruiting of staff, the executive directors notified the member- 
governments on September 12, 1946, that the Fund would soon be 
ready to begin exchange transactions. Each member-government was 
asked to communicate the exchange value of its currency. On Decem- 
ber i8, 1946, it was announced that the initial par values of the cur- 
rencies of thirty-one of the members had been accepted at the current 
rates. The Fund was ready to begin operations on March 1, 1947, and 
its first transactions were actually made in May, 1947. By the end of 
August, 1949, forty-eight countries had adhered to the Fund. 

# 

In order to understand the purposes for which the Fund was created, 
it is necessary briefly to recall the fact that the mobilization of economic 
resources for war had distdrted the production and price structure of 
every country. War could not wait for taxes to be collected. It was 
financed largely by. governments going into the market for manpower 
and resources with credit instruments that increased the supply of 
effective purchasing power. Therefore an effort had to be made both 
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to control the prices of basic commodities that were important for pro- 
duction and the cost of living, and to ration tjjie supplies of those 
commodities equitably. In due course, fax programs were put through 
to mop up some of the excess purchasing power that had passed into 
private hands as a result of government expenditures. The excess was 
considerable because the war expenditures generated a multiplier 
effect, and this was continuously renewed by fresh expenditures, so 
that taxes never caught up with the increased purchasing power./What 
economists call an inflationary gap developed between thel total 
amount of effective purchasing power and the goods and services on 
which it could be expended. Hence there was a strong tendency for 
prices to rise. Where price control and rationing were reasonably 
effective over necessities, the purchasing power flowed into other 
channels. The governments tried to entice it into war bonds. Prudent 
people reduced their debts. But some of the purchasing power went 
into luxuries, and some went into various forms of speculation. 

When the war ended in 1945, every country — victorious, van- 
quished, or neutral — found itself with a severe disproportion between 
the increased purchasing power and the available supply of goods 
and services. If this had been the whole story, the solution of the in- 
flationary problem would have been relatively simple. By various 
means, such as special taxes, capital levies, and the cancellation of 
purchasing, power, the supply of monetary instruments could have 
been reduced. Some of those means were used in various countries. 
The U.S.S.R., for example, felt strong enough to cancel much of the 
excess credit in the hands of its citizens by revaluing the rouble. But 
in democratic countries very limited use could be made of such 
measures to reduce the money supply. Nor could such measures have 
remedied the most important postwar monetary problem — the dis- 
tortion of the price structure. Price controls and rationing had kept 
some goods and services, such as rental housing, and in most countries 
food and clothing, at prices below^ the levels they would have reached 
if supply and demand had been free to operate. After other wars the 
distortion of the price structure had been allowed to correct itself by 
the play of supply and demand. While this was again happening to 
some extent in the United States after the second World War, in most 
countries the price inflation was suppressed by price controls and 
rationing. 

Unfortunately it was not possible to put the processes of war produc- 
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tion and finance into reverse. Reconversion from war to peace re- 
quired public and private expendf tares. Sudden deflation was almost 
as much feared as iilflation. la every country the monetary situation 
was such that to avoid tbe stiffening of controls on the one hand or 
inflationary increases of commodity prices on the other, a delicately 
balanced monetary policy was necessary. Such a policy called in vary- 
ing combinations for the maintenance of high tax levels to mop up 
the surplus purchasing power, but it called also for the tapering off of 
price controls and rationing systems so that the play of demand and 
supply might divert resources from military to civilian needs. Where 
price controls and rationing were strengthened, they threatened to 
rivet upon many countries planned economies at low consumption 
levels. On the other hand, tax reduction and the abolition of con- 
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trols in the United States ran the risk of leading to a period of sharply 
rising commodity prices followed before long by a sharp reces- 
sion. 

After the first World War, the widely varying degrees of monetary 
inflation and the different national policies followed in dealing with 
it had led to severe strains on the external balances of payments. 
After the second World War there was an even greater variety of na- 
tional monetary problems, but exchange control w^as tightly adminis- 
tered and the exchange rates were rigidly held at controlled parities. 
Thus there was not much to be gained by seeking to apply the theories 
developed in previous postwar periods to the very different and vastly 
more complicated circumstances of our own time. Those who advo- 
cated a return to the international gold standard were repeating the 
prescriptions of the economists who had wrestled with the monetary 
problems created by the Napoleonic Wars. They ignored the economic 
and political experience that had accumulated in the meantime. In 
particular they ignored the developments of the interwar years. The 
series of uncontrollable inflations that had wrecked the monetary 
systems of many European countries in the early 1920*5 was still within 
the experience of many who survived the second World War. But 
even more recent was the deflationary pressure that had attended the 
restoration of the gold standard following those inflations and the 
cumulative effects of the prolonged depression that had followed the 
breakdown of the restored gold standard. 

Much had been learned by economists, central bankers, and treasury 
officials both from the restoration of the gold standard and from its 
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breakdown during the interwar years. New devices of monetary regu- 
lation, particularly the exchange stabilization funds modeled upon 
the British Exchange Equalization Account, hid indicated the na- 
tionalistic trend of central banking practice. But more important 
than the technical devices of monetary experts had been the growth of 
public support for policies of monetary nationalism. After the break- 
down of the restored gold standard in 1 93 1 , autonomous credit policies 
had been directed toward stabilizing the national economies and 
intercepting deflationary pressures exerted upon them by the external 
balances of payments. The rationalization of full-employment tneories 
by J. M. Keynes and his followers had led to a considerable elaboration 
of monetary practice in which the attempt to forestall cyclical ^uctu- 
ations of employment was a major objective. On the other hand, the 
restoration of multilateral trade was recognized, even by the exponents 
of monetary nationalism, as a desirable objective of postwar policy. 
Moreover the extension of international credits was an obvious neces- 
sity both for reconstruction and for development. But multilateral 
trade and investment could not be restored except on a basis of ex- 
change stability. 

The problem was to work out a plan of international monetary 
collaboration that would permit as free multilateral trade as possible 
without stripping the countries whose balances of payments were 
strained, of their safeguards against cyclical pressure on those balances. 
The greatest obstacles to freer multilateral trade were exchange con- 
trol and import quota systems, but these were the main safeguards to 
which the countries with weak balances of payments had resorted. It 
was tempting but inaccurate to identify the advocacy of freer multi- 
lateral trade with United States policy, and the advocacy of exchange 
control and import quota systems with British policy. It was true that 
the most ardent advocates of freer multilateral trade were to be found 
in the United States, while criticism of the principle of non-discrimina- 
tion was most vocal in Britain. Much of the controversy between those 
who advocated the extreme positions on either side was couched in 
theoretical terms, but it was transparently a rationalization of what 
were conceived to be national interests. On both sides of the Atlantic 
there were warning voices that the long-run interests of both the 
United States and Britain would best be served by co-operative con- 
sultation to work out a middle ground. That these counsels of modera- 
tion were more |X)werful though less vocal than the expressions of 
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either extreme was proved by the agreement reached at Bretton 
Woods. ^ • 

The Bretton Wo4ds agreement accepted the long-run objectives of 
exchange stability and freer multilateral trade. At the same time it 
provided for retention of exchange control over a transitional period 
of adjustment and for emergency departures from exchange stability 
and from multilateralism in periods of crisis. The compromise was 
not completely satisfactory to any of the participating governments. 
Nor was it immediately capable of realization. The argument could 
be made that to stabilize the exchange rates and to lay down the broad 
principles of a permanent international monetary system before na- 
tional currencies had been brought under control was like building 
the roof before laying the foundations of international economic co- 
operation. But some assurance of interim exchange stabilization was 
necessary to avoid the Ijardening of emergency controls into perma- 
nent systems of exchange regulation, or alternatively such a debacle 
of currencies as that which fbllowed the first World War. 

During the war and in many countries for the better part of the 
preceding decade, exchange rates had been maintained at arbitrary 
parities by rigid systems of exchange control. Payment for imports had 
been rationed. The mobilization of resources for war had been 
achieved by the lend-lease program which had short-circuited the pay- 
ments problem. It was evident that the urgent need for imports after 
the war ended might lead rapidly to exchange depreciation in many 
countries. If the economies of the war-devastated countries were to be 
reorganized, it was essential to prevent the competitive depreciation 
that had contributed so heavily to the demoralization of currencies 
after the first World War. The only practical method of preventing 
tliis was by retaining exchange control. It would have been fatal to 
the prospects of freer multilateral trade if exchange control had been 
allowed to become permanent. Thus what the nations were invited 
^o do at Bretton Woods was not to abandon exchange control forth- 
with, but to sign a declaration that they intended to move toward its 
abolition. At the same time a set of principles of international mone- 
tary co-operation was adopted for future application, and a mechanism 
was created to facilitate co-operative action and mutual assistance in 
adhering to those principles. 

Before describing this mechanism and summarizing the principles 
laid do\vn for the new international monetary standard, it is impor- 
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tant to make clear the limits within w'hich the Fund was constituted. 
Its primary purpose might be described as an international extension 
of central banking practice. It had wider-powers than those pertaining 
to exchange stability, particularly in respect to its consultative func- 
tions. It was not created to monopolize or even to dominate the foreign 
exchange markets. The fear expressed in some quarters that the Fund 
might eliminate private foreign exchange transactions was based on 
a misconception of its functions. ■ 

There was more reason to fear that the Fund might have beenjused, 
in the transitional adjustments following the war, to meet deficiencies 
in the balances of payments arising primarily from the economi(j| dis- 
locations of the war period. It was not intended for this purpose! In- 
deed the articles of agreement stated that “the Fund is not intended to 
provide facilities for relief or reconstruction or to deal with interna- 
tional indebtedness arising out of the war.“ Thus the difficult mone- 
tary problems of the immediate postwar period — the British blocked 
balances, relief, reparation payments, and reconstruction credits — 
were deliberately excluded from the Fund’s operations. In the months 
immediately preceding the inauguration of the European Recovery 
Program, and particularly in the last quarter of 1947, Britain, France, 
the Netherlands, and Belgium did draw upon the Fund for dollars. 
But when the European Recovery Program went into effect, the di- 
rectors of the Fund expressed the view that recipients of aid under 
this program should refrain from drawing dollars from the Fund, so 
that its holdings might remain at a level which would enable it to 
function as originally intended to correct situations of temporary 
disequilibrium after the transitional adjustments of the first postwar 
period had been made. 

It should be emphasized that the achievement of exchange equilib- 
rium was dependent upon the prior achievement of price equilibrium 
in each country. The major postwar monetary problems arose from 
the dislocations of the price structure. These problems were national, 
and had tb be solved by each country for itself. The European Re- 
covery Program was designed to take the strain off the external bal- 
ances of payments during an interim period while each of the par- 
ticipating countries put its own monetary affairs in order. The Eco- 
nomic Cooperation Administration of the United States stood ready 
to offer both technical assistance and financialaid, but the major effort 
of reconstruction necessarily fell upon the European countries them- 
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selves. Individually and in concert, they had to reorganize their Indus- 
tries on a peacetime basis and gej^ rid of the price distortions that 
caused expenditureito be excessive m the low-priced avenues of con- 
sumption, while hampering the restoration of productivity in the 
high-priced but essential goods and services. Tliis involved abandon- 
ing state subsidies to keep food prices low, reducing over-ambitious 
programs of investment in durable consumption goods such as hous- 
ing, stimulating greater productivity in such basic industries as coal 
production, even if this entailed temporary surrender of some hard- 
won gains in hours and conditions of labor, reducing consumption 
of imports by allowing prices to rise, and stimulating production of 
exports by more efficient methods of organization. These were not 
easy prescriptions to follow. Until productivity was increased, par- 
ticularly in the export industries, and excessive import demands were 
reduced, there was no possibility that multilateral trade could flow 
freely without causing strains on the external balances of payments. 
Until this was achieved, the mechanisms set up in the Fund to facili- 
tate the maintenance of exchange stability would be unable to operate. 

The mechanism devised to maintain exchange stability was called 
a Fund, upon the analogy of the national stabilization funds of the 
interwar period. However, this title did not describe accurately the 
way in which the Fund was intended to function. It is true that a pool 
of currencies was created, to which each member subscribed an agreed 
quota. A fraction of each country’s quota was subscribed in gold and 
the remainder in the country’s own currency. The total of these na- 
tional quotas was the equivalent of $8,046 million, of which $1,436.6 
million had been paid in gold, and $5,539.7 million in different na- 
tional currencies, while unpaid balances of members’ subscriptions 
amounted (as of the end of August, 1949) to $1 ,070.2 million.* Between 
March 1, 1947, when the Fund opened, and the end of August, 1949, 
seventeen countries had exercised their right of purchase, all of them 
purchasing dollars, while two also purchased Belgian francs and one, 
sterling. The Fund’s holdings of gold were intact, but it held fewer 

^Thc unpaid subscriptions were those of Bolivia and Honduras in regard to which 
certain legal points were outstanding. Panama in regard to which negotiations had not 
been completed, and Austria, China, Finland, Greece, Italy, Poland, Thailand, and Uru- 
guay, for whose currencies no par values had l>een determined and whose subscriptions 
therefore were not due. \'ugoslavia completed payment in Sepiemt)er, 1949. 
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dollars and more sterling, Belgian francs,* Chilean pesos, Danish 
kroner, French francs, Indian rupees, Mexican pesos, Netherlands 
guilders, Norwegian kroner, and other ‘moneys, iach member had the 
right to purchase from the Fund foreign exchange with its own cur- 
rency to the extent of 25 per cent of its quota in any one year or 100 
per cent of its quota in all. 

For such purchases no charge was payable for the first three months, 
but thereafter a charge of ^ per cent was made for the ne^t nine 
months. Then this charge rose by % per cent each year, and Iby an- 
other Vi per cent for each 25 per cent of its national quota useq by a 
country. This progressive scale of charges was intended to discc^urage 
a member from drawing upon the Fund except to meet a temp()rary 
deficit in its balance of payments while taking steps to remedy the 
causes of that deficit. If a member were to draw upon the Fund to the 
full extent of its quota, the charges would go up on a sliding scale to 
a level that would eventually become burdensome. In the first year 
of operation, the British, French, and Mexican purchases were close 
to the permissible 25 per cent of the national quotas. When the 
European Recovery Plan went into effect, no further purchases ot 
dollars were made by the European countries. 

Before the Fund began operations, much fear had been expressed 
that it would quickly lose all its gold and dollars in exchange for a 
collection of less convertible currencies. The piecise language of the 
articles of agreement, giving the right to purchase foreign exchange, 
lent some credence to this fear, but in fact the riglit was used sparingly. 
This could be attributed in part to the fact that the countries most 
short of dollars had received aid from the United States in other forms. 
However, the failure of most countries to exercise their right oi 
purchasing foreign exchange could be attributed to the procedures 
by which such purchases involved discussion and persuasion. Severer 
tests might be imposed upon the Fund in some future crisis, but it 
could at^ least claim that at their initiation it had taught its members 
to be cautious. 

The most important part of the meclianism was not the fund of 
currencies upon which governments might draw in emergencies. It 
was the facilities created by the Fund for organized consultation. The 
annual meetings of the Governors gave op]:x)rtunity for discussion 
among those responsible for monetary policy in the member-countries. 
In addition the eighteen Executive Directors held permanent ap|X)int- 
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ments and were in continuous consultation. The importance of these . 
positions had led to the appointmenjt of responsible officials from the 
eighteen countries cArectly rejJresented. Moreover the representatives 
of the smaller countries were empowered to cast the votes of the re- 
maining members. Thus the. Mexican Executive Director cast the 
votes of Mexico, Colombia, Cuba, Costa Rica, Dominican Republic, 
Guatemala, El Salvador, Honduras, and Nicaragua. In all issues be- 
fore the Fund, the views of all the members were continuously 
represented. 

Each country had undertaken to furnish national data upon its 
monetary situation and policies, including specific items of informa- 
tion, many of which had never before been available to an interna- 
tional organization. Some of these, such as estimates of national in- 
come, required the improvement of national statistical services. The 
net effect of this pooling of information for analysis by a competent 
secretariat was to furnish a picture of the interrelations of interna- 
tional payments more complete than had ever before been possible. 
File full-time Executive Directors of the Fund were not only kepi 
fully informed, they were instructed as to the views of their own gov- 
ernments and of those governments whose votes were entrusted to 
them. These facilities for continuous informed discussion gave rise to 
the hope that the Fund might prove able to foresee and forestall the 
development of strains on the national balances of payments. The 
major influence likely to be exerted was by recommendation and per- 
suasion, arising out of the methods of consultative co-operation. 

The articles of agreement had also laid down a set of monetary 
principles to which members agreed ultimately to conform. In non- 
technical language the main obligations assumed were to refrain from 
depreciating the exchange value of their currencies except in clearly 
defined circumstances, and then only by agreement with the Fund. 
They likewise agreed that after a transitional period they would per- 
mit their currencies to.be bought and sold freely at the agreed ex- 
change parities. In so far as current trading transactions were con- 
cerned, the members agreed not to impose exchange control and to 
avoid discriminatory currency practices. The broad obligation, there- 
fore, was to restore free multilateral clearing of international pay- 
ments at fixed exchange rates. 

After a limited transitional period, exchange control was to be 
abolished, and the national currencies were to be made freely con- 



m 


THE COMMERCE OF NATIONS 


vertible into gold, or into other currencies, at fixed exchange rates. 
What was aimed at was the free multilateral clearing of payments and 
the exchange stability formerly assured by thJ international gold 
standard. If those objectives were to be attained, each national mone- 
tary authority had to keep its balance of payments in equilibrium. 
This meant that the national economy must be continuously adjusted 
to the international payments situation. The right to purchase foreign 
exchange from the Fund provided some flexibility of adjustment so 
that the more vulnerable national economies might not be sub(jected 
to sudden strains. 

The exchange stability aimed at was not tied to gold. Nor ^as it 
to be absolute. A country under strain might revalue its curi^ncy 
once, up to lo per cent, or after consultation with the Fund, by larger 
steps. Thus the currencies were to be adjustable by agreement. There 
was provision for simultaneous devaluation by raising the price of 
gold in all currencies. The intent was, while maintaining exchange 
stability as long as there were not heavy strains on the balances of 
payments, to escape from the rigidity of exchange rates in a crisis. 

One of the main fears — particularly of British critics — was that the 
United States with its preponderant weight in the world economy 
would continue to be subject to violent cyclical depressions. It was 
argued that the more vulnerable countries could not insulate them- 
selves against the disastrous consequences that could follow even the 
fluctuations which the United States in its strength and vitality could 
take in its stride, unless they were able to discriminate against im- 
ports from the United States and by bilateral purchase agreements 
assure themselves of stable imports. The framers of the articles of 
agfreement of the Fund had tried to meet these fears by providing 
that if a particular currency became scarce, the other countries might 
be allowed to discriminate against payments in that currency. In 
plain words, this meant that if the Fund declared that there was a 
general shortage of United States dollars, and the United States did 
not make more dollars available, other countries might impose ex- 
change control against the United States. Some of the critics were 
not satisfied with this provision. They felt that the influence of the 
United States was powerful in the Fund’s decisions. Thus they feared 
that dollars might not be declared scarce until after other countries 
had been forced into deflationary policies. 

All that can be said with regard to such fears is that they were hypo- 
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thetical. If such situations do arise, the consultative mechanisms of 
the Fund will have failed. The t«^ test of the Fund’s potentialities 
does not lie in scrutiny of th^ text of the articles of agreement, but in 
evaluating the facilities for international consultative co-operation 
which have been set up. Experience rather than exegesis must provide 
the answers to questions as to what the Fund Avill do in circumstances 
at present unforeseeable. If the articles of agreement come to be ad- 
ministered in a legalistic spirit, they will certainly prove unworkable 
in a crisis. If, on the other hand, the mechanism of consultation de- 
velops as a flexible and adaptable instrument of international mone- 
tary co-operation, the wotst fears of the critics may never be realized. 

It is of some interest to examine the working of the Fund in its first 
stages of development. The available evidence in the first year of the 
Fund’s operations was limited. The general adjustment of exchange 
rates had been postponed and exchange control was still the general 
rule. Three situations had arisen in which the Fund proved that it 
could approach national difficulties with sympathetic understanding 
and interpret the obligations of its members with flexibility. The 
first was that of Ecuador. In June, 1947, Ecuador introduced a new 
method of allocating its limited foreign exchange so that the exchange 
value of the sucre was different for essential, semi-essential, and luxury 
imports. This could have been held to contravene the article of agree- 
ment directed against multiple currency arrangements. But the Fund 
treated this case under another article and co-operated with the Ecua- 
dorean government, approving the emergency arrangement for two 
years and sending a technical mission to assist in eliminating the diffi- 
culty. 

In March, 1947, Italy had become a member of the Fund but had 
postponed a definitive valuation of the lira. In March, 1946, a special 
lira rate had been introduced for foreign trade transactions. One half 
of the proceeds of exports were surrendered to the Bank of Italy at 
an official rate and the remainder sold in the free market. After No- 
vember, 1947, the official rate was fixed at the average of the free 
market rates in the preceding month. The Fund accepted these as 
transitional arrangements in terms of Article XIV, 2, making excep- 
tions for countries whose territories had been occupied by the enemy. 
By June, 1948, the official and free market rates for United States 
dollars had become identical. 
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operation of the Fund were more elaborate and gave rise to greater 
controversy tfian the relatively simple principles by which the Inter- 
national Bank for Reconstruction and Oevelopntent was to operate. 
One of the significant developments of the conference was a series of 
changes in the earlier United States draft for the International Bank. 
This had gone through the same stages of discussion as those described 
in connection with the Fund. Largely on the insistence of the British 
and other western PUiropean representatives, who were not in a posi- 
tion to commit their countries to an international bank thatimight 
involve them in large capital exports, the functions of the projected 
bank were limited. Its resources for direct lending were reduced to 
a minimum, the major part even of the subscribed capital could be 
lent only by permission of the subscribing country, and the bu^k of 
the authorized capital remained uncalled as a guarantee fund. Thus 
the International Bank became an institution to facilitate, encourage, 
and in some respects to supervise the revival of private international 
investment. 

Because the Bank was set up with a large nominal capital, there has 
been much public misconception of its functions. It came into exist- 
ence on December 27, 1945, when its articles of agreement were 
signed by the representatives of 28 countries. It began operations in 
March, 1946, by holding an inaugural meeting of its Board of Gov- 
ernors at Savannah, Georgia, and electing the first Board of Executive 
Directors. It was opened for business on June 25, 1946, but conflict 
developed in regard to its administration, and it was not until the 
positions of President, Vice-President, and Executive Director repre- 
senting the United States were filled on February 28, 1947, and March 
14, 1947, by men drawn from circles closely related to private banking 
in the United States, that it became possible to negotiate actual trans- 
actions. The first loan was granted to France on May 9, 1947, and the 
first bond issue was floated in the United States on July 15, 1947. 

As of August 20, 1 949, forty-eight countries had become members of 
the Bank! The authorized capital stock consisted of 100,000 shares 
with a par value of $100,000 each, purchasable only by members, and 
transferable only to the Bank. The total subscribed capital was the 
equivalent of $8,348,500,000. Of this amount only 20 per cent was 
paid in, and only 2 per cent was paid in United States dollars or gold 
by countries other than the United States. The capital paid in national 
currencies could not be lent except with the permission of the member- 
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country concerned. Only the United States, Belgium, Canada, and the 
United Kingdom had given this permission, the Unite 3 States fully 
and the others for srihall amoifhts totaling the equivalent of $12 mil- 
lion. As of the end of 1948 the capital available for lending was I753.4 
million. This represented the 20 per cent of the United States sub- 
scription which had been paid in, plus $98.3 million whidi repre- 
sented the 2 per cent of other members* subscriptions paid in gold or 
United States dollars plus $12 million worth of Belgian francs, Ca- 
nadian dollars, and pounds sterling and $8.1 million net profits. The 
remaining 18 ptr cent of members’ subscriptions (amounting to the 
equivalent of $915,858,000 in different national currencies) was not 
available for loans since the countries concerned did not feel able to 
export capital. Most of them in the years immediately after the second 
World War, were themselves heavy borrowers on capital account. The 
uncalled 80 per cent of authorized capital (amounting to the equiva- 
lent of $6,610,480,000, of which $2,540,000,000 was the uncalled Sub- 
scription of the United States) was held in reserve as a guarantee fund 
against any losses that might accrue from the Bank’s direct lending, 
participation in lending, 01 guarantees of private lending. 

Thus the loanable funds immediately available were $753.4 mil- 
lion. To this the bond issues of July 15, 1947, had added $250,000,000, 
On May 25, 1948, the Bank announced that it had arranged to sell 
short-dated bonds to the amount of Swiss francs 17,000,000 (equiva- 
lent to $4,000,000) to the Bank for International Settlements. This 
was the first flotation of bonds on a market outside the United States, 
the proceeds being devoted to meeting part of the loan that had been 
granted to the Netherlands. Current transactions increased the 
loanable funds. By August 20, 1949, the International Bank had 
negotiated loans totaling $716.6 million, of which $2,000,000 was in 
Belgian fraVics and $4,000,000 in Swiss francs, so that the total of loan- 
able funds remaining was $390 million. Loan applications were 
pending from a long list of countries — Bolivia, Czechoslovakia, In- 
dia, Iran, Italy, Norway, Peru, the Philippines, Poland, and Tur- 
key and several others — in addition to a proposed loan to the 
European timber exporting countries (Finland, Poland, Czecho- 
slovakia, Yugoslavia, and Asia). The latter had been recommended 
by the United Nations Economic Commission for Europe as a means 
of incrjsasing timber exports to the western European consuming 
countries. 
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I'hese figures have been quoted to indicate the relatively small 
scale upon wh‘ich the International Bank was operating. It was possible 
that as other member-countries became able to jlermit use of the 1 8 
per cent of their subscriptions and with the flotation of new bond 
issues in the United States and other markets, the scale of lending 
would increase. The Bank, however, was limited by its articles ot 
agreement to loans which did not exceed its total authorized capital 
($8,263,100,000), and even this amount was inadequate for the needs 
of reconstruction and development all over the world. I 

One of the primary purposes of the Bank was to re-create the inter- 
national flow of private investment. By its articles of agreemOTt it 
was required to satisfy itself that the prospective borrower wa^^ not 
able to obtain the required accommodation on reasonable t^ms 
through private channels. Thus the Bank was designed to break the 
log-jams of investment. It was not to act as an international agency ol 
planned investment or as an instrument of international lending to 
counteract depression and to maintain international equilibrium at 
lull employment. In its cautious and practical evolution maintaining 
the closest touch with the private banking and investing circles upon 
whicli it depended for additions to its loanable funds, it had little re- 
semblance to the international investment agencies pursuing contra- 
cyclical policies that figured prominently in the projects of full em- 
ployment theorists. On the contrary, it was a severely practical in- 
stitution. It took pains to emphasize its role as a catalyst of private 
enterprise and private investment and thereby to win the confidence 
of banks, insurance companies, and other institutional investors. 

The first loans that it made were limited to specific projects. In no 
case was there granted the full amount requested. Thus on October 
8, 1946, the French Minister of Finance had applied for a loan ot 
S500 million. Before the loan was granted, officers of the Bank and con- 
sulting engineers liad been given facilities by the French government 
to investigate the specific projects that were planned and the general 
economic situation in France. In subsequent loan negotiations these 
precedents were followed, and the Bank officers made public state- 
ments that tliey preferred to open informal conversations rather than 
to receive official requests for loans, in order that the form of loan 
assistance might be worked out co-operatively. On May 9, 1947, the 
Bank announced that it was granting its first loan, amounting to just 
half the amount originally asked, to the Credit National. This was a 
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semi-public corporation created to assist in financing the reconstruc- 
tion and development of the French economy. Repaynient was guar- 
anteed by the Frenclk governnfent. The loan was not granted as a lump 
sum but was to be disbursed as required to meet the cost of purchasing 
specified items of equipment. The Bank received full information as 
to these purchases and opened a branch office in Paris to check upon 
the receipt and installation of the equipment. 

Thus it was evident that as in the case of the International Mone- 
tary Fund and the other specialized agencies of the United Nations, 
the processes of consultative co-operation would play a large part in 
the Bank’s activities. Its fourteen Executive Directors, like those of 
the Fund, held full-time appointments. In their deliberations they 
were instructed as to the attitudes of the member-governments whose 
votes they cast. There was a strong secretariat, and intimate relations 
were maintained with the secretariat of the Fund so that there was a 
pooling of information. While the Bank also co-operated with the 
other specialized agencies of the United Nations and with the Eco- 
nomic and Social Council, its agreement with the Council gave it 
independence in respect of loan negotiations. 

The principles upon which it operated had been made perfectly 
clear in numerous statements made as part of the educational cam- 
paign undertaken in connection with the first flotation of bonds in 
the United Nations. The ^’ultimate mission” of the Bank was stated 
in an address by its President on April 5, 1948, to be “to blaze the 
trail for private international investment.” In this and other addresses 
by Bank officers, stress was laid upon the fact that the Bank did not 
desire to dictate to any member the methods of economic reconstruc- 
tion and development it might desire to follow. At the same time the 
Bank would require frank, full, and continuing consultation on the 
general economic situation of any member-country contracting a 
loan as well as close supervision of the disbursement of funds. 

The repeated statement that the Bank intended to play ^n active 
role in seeking out opportunities for assisting reconstruction, rather 
than to wait passively for members to request loans, indicated that a 
pattern for restoring international investment was to be developed. 
Coupled with the provisions of the articles of agreement requiring 
the Bank to refrain from making loans that could be supplied on 
reasonable terms through private channels, and the repeated empha- 
sis upon the limited funds available for direct loans, this adoption of 
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an active role implied an attempt to encourage national governments 
to create thd conditions favorable for private international -invest- 
ment. The loans made by the Bank vrere desigiied to break bottle- 
necks of development. In addition to such positive action, the first 
annual report emphasized a desire to assist in removing deterrents to 
the free flow of private capital and with it of foreign technical, man- 
agerial, and administrative skills, to the underdeveloped nations. In 
this connection the Bank's services were offered in making recom- 
mendations for just settlements of debts now in default, for the a|:hieve- 
ment of sound budgetary and monetary systems in the prospective 
borrowing countries, and for the negotiation of conditions of invest- 
ment which would assure investors of equitable treatment, While 
preventing exploitation or interference with national policies.\. 

As the Bank was able to extend its operations, it would function 
both as a catalyst to facilitate private international investment, and 
as a mechanism for the continuous audit of past and prospective in- 
vestment. Statements condenming improper lending as causing loss 
to individual investors as well as burdens to borrowers, were as em- 
phatic as warnings against reckless borrowing. The Bank had art im- 
portant role to play in this respect. If it could discourage excessive 
and imperfectly negotiated international investment, it would per- 
form a service to both borrowers and lenders. If it could help to assure 
borrowers and lenders that the loans negotiated were within the 
capacity of the borrowing country to repay, that their expenditure 
had been effectively controlled, and that the purposes of the invest- 
ment would benefit borrower as well as lender, it might be that a 
smaller volume of investment than in the past would produce ^eater 
benefits and greater stability. 

However, the notion of using an international investment fund as 
a device to forestall the spread of cyclical depression found little re- 
sponse in the Bank's philosophy ^nd practice. The Bank was in the 
business of promoting reconstruction and development, not in that ol 
regulating the flow of purchasing power so that national economic 
activities might be kept at levels of full employment.^ Any contra- 
cyclical lending that might be undertaken would fall within the 
province of the International Monetary Fund. But it might be argued 
that the resources of the Fund and the mechanisms of its operation 
were inadequate. 

In the past, international investment had been subjected to the 
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irregular rhythm induced by the London money market’s manipu- 
lation of the interest rates in an attpipnpt to keep international trading 
transactions from cl^i^gging the markets. In these conditions, the fluc- 
tuations of international investment had aggravated the swings of the 
business cycle. It could be hoped that the close relationship between 
the International Monetary Fund and the International Bank might 
in the future minimize this tendency for international investment to 
aggravate the fluctuations of the cycle. In so far as the Bank succeeded 
in influencing investors and borrowers to be cautious in their com- 
mitments, and provided an international forum in which the flow of 
international investment might be kept continuously under review, 
it would help to stabilize the cycle. But it was highly improbable thal 
the Bank would try to compensate for any weakness that the Fund 
might reveal in its attempts to handle strains on the balances of pay- 
ment. Measures to cope with cyclical fluctuations did not lie within its 
field of activities as it was functioning in the first years of its existence. 

THE INTERNATIONAL TRADE CHARTER 

The last of the specialized economic agencies to which attention 
must be drawn was the most difficult to negotiate. The International 
Trade Organization was designed to administer an elaborate charter 
of international trading principles. Negotiations leading up to this 
charter began in November, 1945, when the United States published 
its Proposals for the Expansion of World Trade and Employment. 
Behind these proposals lay a series of developments in the commercial 
policy of the United States since the passing of the Reciprocal Trade 
Agreements Act in 1934. That Act, renewed in 1937, 1940, 1943, 1945. 
1948 and September, 1949, had delegated to the executive branch of 
government power to negotiate bilateral agreements for the recipro- 
cal modification of tariff barriers. 

Though the driving force behind the reciprocal trade agreement 
program was Cordell Hull, the Secretary of State from 1932 to 1944, 
the administration of the program was shared by many departments of 
government. Mr. Hull, during a long period of specialized study of 
financial and economic questions while he was first a Congressman and 
later a Senator from Tennessee, became not only a convinced advocate 
of freer trade but also a tariff expert. As Secretary of State he devised 
and promoted the enactment of the Reciprocal Trade Agreements Act 
and created the Trade Agreements Committee on which all the execu- 
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live departments concerned with economic policy were represented. 
This committee was formed to assist the President in negotiating the 
trade agreements. 

In order to give full opportunity for interested members of the pub- 
lic to be heard before any agreement was negotiated, public notice was 
required of the intention to negotiate and of the commodities on 
which the United States might reduce import duties. Another com- 
mittee — that on Reciprocity Information, on which sat many of the 
members of the Trade Agreements Committee — was set up to hold 
public hearings on each proposed agi eement. After public discussion of 
the detailed issues involved, the Trade Agreements Committee formu- 
lated recommendations. When these were approved by the President, 
the Secretary of State was enabled to negotiate with the foreign ipoun- 
try concerned. The result of these negotiations was an executive agree- 
ment. This was not a treaty, and hence it did not have to be submitted 
to the Senate, hut became law when proclaimed by the President. 

The Reciprocal Trade Agreements Act represented a most signifi- 
cant shift from the liigh protectionism of the Hawley-Smoot tariff. 
From August 24, i934» when the first agreement was signed with Cuba, 
to September 12, 1946, thirty-two agreements had been negotiated. 
Each of these had involved detailed analysis of the trade of the 
United States with the countries concerned and public discussion of 
the items upon which the United States might reduce its tariff, as 
well as of the reductions in foreign tariffs that might be secured in 
return. Attempts at statistical calculation in this field are notoriously 
treacherous. But there could be no doubt that over a very large volume 
of trade affecting thousands of tariff items and the larger part of the 
trading world, significant reductions of tariff barriers had been 
achieved. Though other factors were operative, the fact that from 1935 
to 1939 the increase in United States trade with the countries that had 
negotiated agreements was more than double the increase in trade 
with non-agreement countries undoubtedly reflected the influence of 
the trade agreement program. The fact that exports to the agreement 
countries increased by 63 per cent, while imports from them increased 
by 27 per cent, was proof that the United States negotiators had not 
been soft in their bargaining. 

This background of reciprocal tariff bargaining had been influential 
in the negotiation of wartime financial agreements. The most ini' 
|>ortant of these was Article VII of the master lend-lease agreement, 
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The countries with whidi the United States had concluded agreements up to January i, 1948, are shown in black 
Source: H.S. Department of fkiminerte. forriirn Commerce H>e*/v, tVa'shington. November aa. 1948, p. 47. 
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signed on February 23, 1942, between Britain and the United States, 
setting forth ihe principles upon which lend-lease and reverse lend- 
lease would be conducted. This provided that th(? final settlement of 
lend-lease obligations should not burden trade between the two coun- 
tries but should promote mutually advantageous economic relations. 
In language that was repeated in the agreements subsequently signed 
with all the countries receiving lend-lease, it was also agreed that action 
should be taken, “open to participation by all other countries of like 
mind, directed to the expansion, by appropriate international and 
domestic measures, of production, employment, and the exchange and 
consumption of goods, ... to the elimination of all forms qf dis* 
criminatory treatment in international commerce, and to the reduc- 
tion of tariffs and other trade barriers. . . In other financial ajgree- 
nients — notably in the one negotiated with Britain in December, 1945, 
providing for a loan of $3,750 million — the United States expressed 
its intention to move toward a reduction of trade barriers and secured 
the promise of its allies to support its attempt to restore freer multi- 
lateral world trade based on equality of trading opportunity. Thus the 
Proposals for the Expansion of World Trade and Employment, out of 
which grew the International Trade Charter, were given formal status 
by being accepted in principle in this Anglo-American Financial 
Agreement. 

It was understood that the machinery by which the United States 
would negotiate reductions in its own tariff on a reciprocal basis 
against reductions in foreign tariffs and elimination of other trade 
barriers would be that set up under the Reciprocal Trade Agreements 
Act. This was done at the crucial stage of the negotiations on the inter- 
national trade charter which took place at Geneva from April 10 to 
October 30, 1947. At that time a series of interlocking trade agree- 
ments was negotiated among 23 countries covering more than 45,000 
trade items and representing about half of total world imports. The 
contribution of the United States to this greatest of all tariff negotia- 
tions ever undertaken covered tariff items representing about three- 
fourths by value of the total imports into the United States in 1939. 
For more than half of its total imports similarly measured, the United 
States promised not to increase existing rates of duty or to take items 
off the free list; on about one-fourth, duties were reduced by varying 
percentages up to 50 per cent of their 1945 levels. No reductions were 
nlade on the remaining fourth. 
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These arrangements constituted a major operation on the United 
States tariff which would have been^ipipossible but for tffe powers con- 
ferred on the executive by the* Reciprocal Trade Agreements Act. On 
January i, 1948, the new tariff rates were put into force in so far as 
they were of primary concern to Australia, Benelux (the Belgian- 
Nctherlands- Luxembourg Customs Union), Canada, Cuba, France, 
and the United Kingdom, which had ratified the agreements. In so far 
as the new rates were of primary interest to the other participating 
countries — Brazil, Burma, Ceylon, Chile, China, Czechoslovakia, 
India, Lebanon, New Zealand, Norway, Pakistan, Southern Rho- 
desia, Syria, and South Africa — proclamation was withheld until 
those countries ratified the agreement. By June 30, 1948, all of these 
countries except Chile had ratified, the required 85 per cent of the 
foreign trade of all the negotiating countries had been accounted for, 
and the General Agreement on Tariffs and Trade went into effect. 
As with all the Reciprocal Trade Agreements, the lowered duties 
were extended by most-favored-nation treatment to all countries 
which extended most-favored-nation treatment to United States im- 
ports. 

To understand how this great tariff agreement was connected with 
the negotiations tor an international trade charter, it is necessary to 
pick up the thread of negotiations after the publication in November, 
1945, of the United States Proposals for the Expansion of World Trade 
and Employment, and their acceptance in principle in December, 
1945, by the British officials who negotiated the Anglo-American Fi- 
nancial Agreement, The next step was taken in September, 1946. 
There was then published a Suggested Charter for an International 
Trade Organization of the United Nations, Therein the proposals 
were put into diplomatic language. On February 18, 1946, the Eco- 
nomic and Social Council of the United Nations resolved to call a con- 
ference on trade and employment to consider the suggested charter. 
At the same time, the Council set up a Preparatory Committee of nine- 
teen nations (which later became eighteen because the U.S.S.R. did 
not co-operate) to arrange the conference, prepare its agenda, and draft 
a charter. 

This Preparatory Committee met at London from October 15 to 
November 26, 1946. There was considerable criticism and revision of 
the American proposals. In their original form, they had been con- 
fined to provisions setting up a freer system of multilateral trade based 
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upon equality of trading opportunity. This official policy, first ex- 
pressed in the Reciprocal Trade Agreements Act in 1934, had gained 
the support of influential circles of public opinion in the United 
States. For example, in June, 1945, the Committee on International 
Economic Policy — a United States organization which had grown out 
of the collaboration of the Carnegie Endowment for International 
Peace with the International Chamber of Commerce — published the 
first of a series of pamphlets entitled World Trade and Employment, 
This was based upon an early draft of the United States proposals 
which had not at that time been published. But it also incorporated 
much of the detailed work of the League of Nations and of the^ Inter- 
national Chamber of Commerce with respect to sucli technical ques- 
tions as national treatment, unfair competition, valuation, mai'ks of 
origin, customs formalities, double taxation, and commercial arbitra- 
tion. The later official draft proposals and the charter based upon them 
included most of this work, which represented the efforts of practical 
traders and technical experts to formulate agreed solutions for trouble- 
some procedural questions. Broadly speaking the United States pro- 
posals were in accord with the principles and practice of private multi- 
lateral trade. Tlie proposed bargain involved substantial reductions 
in the United States tariff against reciprocal tariff concessions and the 
abandonment by other countries of the instruments of regulated bi- 
lateral trade such as quotas, exchange control, subsidies, and bilateral 
agreements. 

There was tvidespread fear among the delegates to the Preparatory 
Conference at Ixjndon that the United States might fall into depres- 
sion after having insisted upon other countries giving up the controls 
over their balances of payments upon which they depended for the 
maintenance of high living standards at full employment. The original 
proposals of the United States urged that both trade and employment 
must be expanded. While the tenor of the proposals was expansionisr, 
the spe<;ific obligations proposed were directed to the reduction of 
trade barriers. At London, an attempt was made to write into the in- 
ternational trade charter specific obligations to maintain full employ- 
ment. The representatix es of the United States were not able to accept 
such suggestions. The parts of the draft charter which dealt with this 
question were somewhat expanded, but the positive obligations in- 
serted went no further than the provisions of the Employment Act of 
1946, already in force in the United States. Each member of the pio- 



A FRAMEWORK OF WORLD ORDER 


665 


posed International Trade Organization was asked to a^ee ‘*to take 
action ^designed to achieve and maintain full and productive employ- 
ment and large and iteadily gftwing demand within its own territory 
through measures appropriate to its political, economic and social 
institutions.” 

The chapter of the draft charter concerned with the economic 
development of underdeveloped countries was also greatly elaborated 
at London. In its expanded form, it became the subject of much 
criticism by business groups in the United States. Even so, the pro- 
posed functions of the International Trade Organization and the 
escape clauses as well — to which objection had been raised — did noi 
go far enough to satisfy India and China and did not commit either 
the I.T.O. or its member-countries to any very precise obligations. At 
London, as in the later discussions at Geneva and Havana, economic 
development proved the most difficult of all the questions of trading 
policy. The provisions of the draft charter dealing with commercial 
policy in general, with tariff reductions, national treatment, most- 
favored-nation treatment, abolition of quotas, and reduction of pref- 
erences, abstention from subsidies and similar technical issues were 
elaborated to take account of particular national situations. The draft 
charter which emerged from the London conference embodied sub- 
stantially the viewpoint of the United States. 

The United States also resisted successfully the attempt of the 
underdeveloped countries to stipulate that the already industrialized 
countries should accept obligations to assist in the process of indus- 
trialization through the international mechanisms of the projected 
International Trade Organization. While no specific obligations were 
written into the draft charter, articles recognizing the need for elab- 
orating a code as to the conduct, practices, and treatment of foreign 
investment went far to meet the views of United States business in- 
terests. The major conflict in this regard concerned the desire of the 
underdeveloped countries to be free to impose tariffs or quotas as a 
means of establishing and developing new industries. This point was 
to prove the most controversial of all the articles of the charter at the 
later Geneva and Havana conferences. At London the United States 
delegation successfully defended the principle that such departures 
from the main intent of the charter should not be permitted except 
with the consent of the International Trade Organization and then 
only temporarily and on a non-discrirninatory basis. 
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After a drafting committee had met in New York early in 1947, the 
Preparatory Committee met again at Geneva from April 10 to Anigust 
22. The Geneva meeting had a twofolcf'purpose.fThe original com- 
mittee, increased to twenty-three countries by the addition of Burma, 
Ceylon, Pakistan and Southern Rhodesia, negotiated the General 
Agreement on Tariffs and Trade, To this reference has already been 
made.° This agreement incorporated practically all the provisions of 
the draft charter in regard to commercial policy, strictly defirwd. It 
made no reference to the chapters on Employment, on Restrictive 
Business Practices, or on Intergovernmental Commodity Agreements, 
but it did incorporate a provision that, with the consent of the mher 
contracting parties, an underdeveloped country, in order to estaolish 
new industries, might be released from certain of its obligations uhder 
the agreement. Thus this General Agreement on Tariffs and Trade 
contained many of the essential elements of the original United States 
proposals. The United States, in return for substantial tariff conces- 
sions, obtained from twenty- two countries both reciprocal tariff con- 
cessions and commitments to move in the direction of private multi- 
lateral, non-discriminatory trade. These countries, together ^ith 
the United States, conduct about 70 per cent of the total of world 
trade. ' 

At the same time the Geneva revision of the draft charter as a 
whole represented substantial successes for the United States point 
of view. As the charter emerged it was considerably closer in spirit 
and in many detailed particulars to the original United States pro- 
posals than the London draft had been. The pressure exerted in the 
meantime upon the United States negotiators by organized business 
groups and Congressional hearings had had its effect. The Committee 
for Reciprocity Information had held public hearings pursuant to 
the Reciprocal Trade Agreements Act. On November 10, 1946, pub- 

* See above, pp. 662-63. 1 'he signatories of the General Agreement were Austdilia, Bel- 
gium, Brazil, Burma, Canada, Ceylon, Chile, China, Cuba, Czechoslovakia, France, India, 
Lebanon, LAxemlx>urg, Netherlands, New Zealand, Norway, Pakistan, Southern Rhodesia, 
Syria, South Africa. Great Britain, and the United States. 

Other countries which took part unofficially in negotiations on the Charter at Geneva 
were Afghanistan, Argentina, Colombia, Denmark, Ecuador, Egypt, Greece, Iran, Mexico, 
Peru, Poland, Saudi-Arabia, Siam, Sweden, Turkey, Uruguay, Venezuela, and Yugoslavia. 

In addition, the following countries took part in the final negotiation of the Charter 
at Havana from Noveml>er 21, 1947 to March 24, 1948: Austria, Bolivia, Costa Rica, 
Dominican Republic, El Salvador, Guatemala, Haiti. Indonesia, Iraq, Ireland, Italy. 
Liberia, Nicaragua, Panama. Philippines, Portugal, Switzerland, and Transjordan. 

At the completion of the Havana negotiations, Argentina refused to sign the final Act. 
and signature was deferred also by Poland, Saudi-Arabia, Siam, Turkey, and Yugoslavia. 
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lie notice had been given of the intention to negotiate with a group 
of nations at Geneva. A long lisr of tariff items upon which reduc- 
tions of duty migl^ be neg<5tiated had been published. In view of 
the importance of the impending negotiations, a special effort had 
been made to ensure that all interested individuals and groups were 
given an opportunity to express their views. In addition, the Trade 
Agreements Committee held public hearings on the proposed draft 
charter in six widely separated cities from Boston to San Francisco. 
Hearings before the Senate Finance Committee also produced sug- 
gestions for amendment of the London draft, and the larger number 
of these were accepted at Geneva. 

Thus the United States negotiators at Geneva were thoroughly in- 
formed of public and Congressional opinion in regard to the charter 
and were stiffened in their insistence upon returning to tlie spirit of 
the original proposals. There was little doubt that the broad sweep 
of the United States proposals for tariff reduction took most of the 
participants in the Geneva negotiations by surprise. The tariff re- 
ductions proposed were so substantial that many countries had to 
revise their first rather meager lists of reciprocal concessions. This 
fact influenced their willingness to accept in greater measure the 
United States proposals for a private enterprise trading system. 

The tariff reductions and the General Agreement on Tariffs and 
Trade negotiated at Geneva stood on their own merits as an accom- 
plished fact. As far as the United States was concerned, the General 
Agreement contained the substance of the charter. That agreement, 
however, was temporary and unlikely to stand except as part of the 
charter. The charter itself had to be submitted for final adoption by 
the Conference on Trade and Employment which the United Nations 
convened at Havana on November 21, 1947. At this conference, which 
lasted till March 24, 1948, the original negotiating group that had 
worked through the preparatory discussions at London, New York, 
and Geneva was merged in a full conference of sixty nations. 

A strong group of I^tin-American states led by Argentitfa revived 
the major issues, particularly those connected with economic develop- 
ment. Much pressure was exerted to permit underdeveloped coun- 
tries to use at their disdretion not only tariffs, but quotas, exchange 
control, preferential agreements and state trading devices to estab- 
lish new industries. On this crucial point,, the United States finally 
offered a compromise. The demand of the underdeveloped countries 
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was accepted in so far as it did not “apply to any product in respect 
of which the Klember has assumed an obligation through negotiations 
with any other Member or Members pursuant t^ Chapter IV,” This 
diplomatic language means that for the large number of items in- 
cluded in the schedules of reduced tariffs in the General Agreement 
on Tariffs and Trade, and for all items that might be included in sub- 
sequent reciprocal agreements, the underdeveloped countries must 
seek permission from their trading partners before using tariffs or 
(jiiotas to develop their own infant industries. But they were! to be 
permitted under the charter to use tariffs and quotas to develop in- 
fant industries producing other commodities. Since the schedums ol 
the General Agreement covered about half the world’s imports, and 
included most of the commodities in which United States expotters 
were interested, the compromise was not as damaging as it might 
seem to the United States program of multilateral competitive trade. 
On the other hand, numerous exceptions and escape clauses else- 
where in the charter appeared to give a considerable degree of free- 
dom in regard to exchange control and quotas, as well as tariffs. 

The voting power of the underdeveloped countries at the Havana 
conference was strong enough to force this compromise. It also forced 
a change in the voting arrangements for tlje Executive Board of the 
proposed International Trade Organization and made a strong case 
for a permanent Economic Development Commission. Some elements 
of the compromise were of questionable validity. The exchange con- 
trol provisions of the International Monetary Fund agreement would 
appear to conflict with the Havana draft charter. The Havana con- 
ference itself, after elaborating the economic development provisions 
of the charter, felt it necessary to refer to the Economic and Social 
Council the question whether the International Trade Organiption 
was competent to act in this field. 

Moreover, in an effort to write a constitution that would take care 
of all national interests in hypothetical future situations, the confer- 
ence had produced a very long and involved document, full of excep- 
tions and escape clauses. Thus the original trading principles pro- 
posed by the United States were lost in a maze of dependent and 
conditional qualifying provisions. The underdeveloped countries 
were within their rights in asserting their voting strength at Ha- 
vana. But in so doing, they had written into the charter a mass ol 
exceptions. Since it is impossible in any case to write ’a charter that 

% 
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would provide ironclad rules for all possible trading contingencies, 
it might have been wiser to concentf^e on the creation 8 f consultative 
machinery to work| out the*detailed application of broad general 
principles. 

As it left Havana the charter was a lengthy document of 106 articles 
and sixteen annexes. Many of the articles were divided into numerous 
sections and subsections. The first part of the charter dealt with Pur- 
poses and Objectives, Employment and Economic Activity, and Eco- 
nomic Development and Reconstruction. From a practical point of 
view this represented little more than an overly long preamble. Much 
of the language had caused objection in the United States. It threat- 
ened to give ammunition to the opponents of freer trading policies 
and thus to delay Congressional ratification. 

However, a careful reading of these chapters would indicate that 
the only positive obligation in respect to employment used the lan- 
guage of the United States Employment Act of 1946. 

The main body of the charter was the second part which contained 
tlie essentials of a trading code. The chapter on Commercial Policy, 
in particular, contained these principles of a possible trading code in re- 
spect to tariffs, preferences, national treatment, tpiotas, subsidies, state 
trading, freedom of transit, antidumping duties, valuation, import and 
export formalities, marks of origin and other technical questions of 
great importance to practical traders. The general principle of equal- 
ity of treatment (most-favored-nation treatment) was qualified by a 
series of paragraphs intended to maintain existing preferential sys- 
tems as they stood after the conclusion of the General Agreement on 
Tariffs and Trade. Another article asserted the general principle that 
quotas and import and export licenses should be abolished, but fol- 
lowed it with a series of exceptions. The most important of these was 
recognition of the riglit of a member to impose such restrictions when 
necessary to safeguard that member’s balance of payments. 

Another part of the charter which was whittled down Vas that 
dealing with cartels. The chapter on Restrictive Business Practices 
was reduced to an agreeinent whereby complaints might be made 
(by governments but not by private individuals or groups) against 
monopolistic practices which “restrain competition, limit access to 
markets, or foster monopolistic control, whenever such practices have 
harmful effects on the expansion of production or trade.” The prat- 
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tices listed were those commonly regarded as cartel arrangements, but 
the language \n which they were described carefully refrained from 
presuming that they did in fact restrict trade. A fjtrocedure of investi- 
gation and of co-operation to remedy any justifiable complaints was 
outlined, the actual working of which must obviously depend upon 
the vigor with which it will be administered. 

The important chapter on Intergovernmental Commodity Agree- 
ments provided a mechanism by which countries interested in pri- 
mary commodities might set in motion studies and conferences to 
negotiate commodity agreements. In general, the attempt was made 
to limit agreements that might regulate production or trade in raw 
materials to measures that would be temporary and would result in 
as little restraint of trade as possible. While recognizing that Wh 
agreements might become necessary, their negotiation was hedged 
about with safeguards against their being created easily in a manner 
that might be unduly restrictive of world trade. This was one of the 
more conservative chapters of the charter. It therefore ran the risk 
of not meeting the desires of the raw-material producing countries in 
case of an agricultural depression. 

There was much in this second part of the charter which was valua- 
ble and acceptable to traders in all countries. The working defini- 
tions and principles constituted a modern trading code. The com- 
promises between the predominantly laissez-faire position of the 
United States and the desire of most other countries to safeguard 
their balances of payments by the insertion of exceptions and escape 
clauses were unlikely to be fully acceptable to the more extreme 
advocates on both sides of tlie controversy. But any attempt at re- 
negotiation would be likely to result in much the same elements of 
compromise. As a practical matter, the projected International Trade 
Organization would have no power to force adherence to these princi- 
ples. Sovereignty remained in the hands of national governments. 
And it w as questionable whether changes in the wording of the charter 
were as important as a serious attempt by the procedures of con- 
sultative co-operation to work out decisions of policy in respect to 
specific cases as they arose. 

The third part of the charter set up an International Trade Or- 
ganization as a specialized agency of the United Nations. The con 
stitution followed the familiar form of an Annual Conference, an 
Executixe Boafd with power to create permanent commissions, and 
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a secretariat. As in the case of the International Monetary Fund, the 
LT.O.^vould have a set of agreed j^rtnciples of internauonal trading 
to administer and v^ould be Entrusted with specific operative func- 
tions. Unlike the Fund, it would not call for an appropriation beyond 
the sums necessary to meet its annual expenses. The organization 
could not be created until sixty days after thirty countries had ratified 
the charter. Or, if this did not happen before March 24, 1949, until 
at least twenty governments had ratified. If this did not occur before 
September 30, 1949 (as was the case), the Secretary-General of the 
United Nations was directed to consult the governments which had 
ratified the charter as to further action. 

The desirability of completing the structure of the specialized 
agencies by creating an International Trade Organization needs to be 
heavily underscored. Unless world trade could be reorganized on a 
multilateral basis, the transitional programs of interim aid to Europe 
and other areas would fail of their ultimate purpose. The specialized 
agencies already created could not function effectively unless trade 
flowed freely. Trade was the lifeblood of international economic co- 
operation in all its phases. Without an International Trade Organiza- 
tion there would be no mechanisms of consultative co-operation in 
regard to commercial policy except those set up by the General Agree- 
ment on Tariffs and Trade negotiated at the Geneva conference 
among twenty-three nations. And there was a serious risk that national 
autonomy in regard to tariffs, quotas, preferential agreements, cartels, 
and commodity agreements might result in a rapid spread of bilater- 
ally regulated trade, which would imperil even this limited General 
Agreement. 

Whether the International Trade Charter was ratified or not, the 
renewal of the Reciprocal Trade Agreements Act for two years in 
September, 1 949, was essential for the ultimate success of the policy 
steadily followed by the United States since 1934. The reciprocal trade 
agreement machinery was the only means by which the countries that 
were not participants in the General Agreement at Geneva, including 
most of the Latin-American countries and most of the European neu- 
trals, could be induced to reduce their trade barriers and to adhere 
to the principles of multilateral trade. Renewal of the Reciprocal 
Trade Agreements Act was the linchpin of the instrument which 
would complete the mechanisms of international economic co-opera- 
tion. 
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With that pin securely placed in position, the International Trade 
Organization once set up could operate, but it would still be neeessary 
to work out effective methods of using these mechanisms. The United 
Nations and its specialized agencies were merely instruments through 
which the nations might co-operate. The will to use them was more 
important than the perfection of their structure. But they could not 
be used with any hope of success unless an effective International 
Trade Organization took its important place among the other sj^ecial- 
ized agencies. 



PART IV. 


THE MODERN PROBLEM 


“To ONE WHO, like myself, has come into the social sciences 
from the natural sciences . . . there seems to be too much 
integration, to(0 little differentiation; too much spinning ol 
hypotheses without regard to their verifiability, too little 
humble spade work in digging out facts. If, in the social sciences 
and especially in economics, more attention were devoted to 
the recording of what seem important facts and to the analysis 
of their significance, I am confident we should not need to worry 
about theory. With an adequate body of facts, theory very soon' 
becomes obvious to any first-class mind. We would then build 
up a body of theory that grows out of life, instead of closed 
systems largely unrelated to the world of reality. We would 
devote less time and ingenuity to such subjects as the theory 
of value and the concept of marginal utility, and more time to 
learning how men actually behave, and what has actually hap- 
pened in the economic sphere.*' 

11 

Carl L. Alshcrg, "What the Sodal Scientist Can Learn Iroiii 
the Natural Scientist" (reprinted in Joseph S. Davis (eel.), Carl 
Ahberg: Srieritisl at Layge, Stanford, California, Food Research 
Institute, Stanford University, 1948). 

“Alfred Whitehead concludes one of his books with the 
remark that exactness is the great illusion of our time. Arthur 
Eddington makes a similar comment on contemporary thinking 



by means of a metaphor which can be extended to illustrate 
the activity of the poet. Men, said Eddington, are fishermen in 
the boat of life, casting nets of a certain size into the sea of ex* 
perience. Modern man, more than any other man, is occupied 
with the catch, with the counting, ifieasuring, i^assorting, and 
classifying of what he can spread out before him, touch with his 
hands, and use. He is also fascinated with making generaliza- 
tions concerning the number and character of the catch and in 
forming definitions and laws on the basis of these. Eddington 
uses the figure of speech to dramatize his view that this focu^ 
of interest has led to man's being absurdly unaware of sucH 
fish as are too small to remain in the net or so large that the)\ 
will always swim at prodigious and indifferent distances from! 
it. Not only do they run the risk of coming to false conclusions \ 
about the nature of what is in the sea, but, in placing so high \ 
a value on positiv>e knowledge, they are likely to be found 
establishing a high degree of certainty about matters so un- 
important that it may never make any difference to anyone 
whether they are certain or not.” 

Edith Henrich, *Toetry as Communication,” Pacific Specta- 
tor, Vol. Ill, No. s. Spring 1949, pp. 128-29. 



C H'A P T E R XIX 


THE ASSUMPTIONS OF A 
MODERN THEORY 


THE NATURE OF THE PRODUCTIVE PROCESS 

In ITS EARLIEST Statement, the classical theory of international trade 
was concerned with the exchange mainly of consumers’ goods pro- 
duced by small-scale enterprises for highly competitive markets. Wine 
and cloth were the commodities chosen by David Ricardo to illustrate 
his argument. His theory was postulated upon the assumption that 
what he called the factors of production — land, labor, and capital — 
could not be transferred from one national economy to another, while 
within each national economy there was free mobility. 

Later writers of the neo-classical school relaxed these assumptions. 
There has always been a considerable degree of difficulty in shifting 
labor and capital freely within a country. On the other hand, shifts 
of capital and even of population have taken place at various times 
between countries, while international trade has brought raw ma- 
terials to the country of most economical manufacture. Thus the 
early .sharp distinction between interregional and international trade 
was abandoned, and theoretical analysis was widened to take ac- 
count of the transferability of factors of production. In consequence, 
the discussions of international trade tended to become an aspect of 
the theory of the location of industry. 

It became clear that there were differences in the degree to which 
the Victors of production were transferable within and between na- 
‘ ’ 675 
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tions. In particular, certain forms of capital were more transferable, 
both between' regions, and internatidnally, than most kinds of labor. 
Thus questions were raised concerning the distribution of income 
among classes of the population. It could be argued that an export 
of capital from a country where real labor costs were high td one 
where such costs were lower would result in greater total production 
and higher profits. These profits as a general rule would ultimately 
return to and be spent in the creditor country whose nationiil in- 
come as a result of the foreign investment would be higher. But lit did 
not follow that the spending of this higher income would give employ- 
ment to the same workers in the same industries as might have fqund 
employment if the capital Iiad been inv ested at home. It was even pos- 
sible that the profits miglu be spent abroad. 

Discussion of these distributive questions (which had been ex- 
cluded, ex hypothesi, from the earlier static analysis of the classical 
economists) was more indecisive and obscure than it need have been 
because of certain avssumptions that were hidden in the traditional list- 
ing of the factors of production as Land, l.abor, and Capital. This 
classification has nev er been a useful tool vWth which to analyze pro- 
duction because land, labor, and capital are not realistic categories 
from this point of v iew. They were derived from Ricardo's attempt 
to analyze not the production but the distribution of income. Thus 
they correspond broadly with the social classes of his England — land- 
owners, laborers, and industrial capitalists. Quite early in the de- 
velopment of .systematic economic thought, Jean Baptiste Say (1803) 
had used this distributive classification to analyze production in cate- 
gories parallel with those used for the study of distribution. This 
was a false logical symmetry and the cause of theoretical confusion in 
later writings. It was particularly confusing because it treated capital 
as synonymous with enterprise and management. In effect it identified 
all the functions of business enterprise — planning, risk-taking, or- 
ganization, technical direction, management, and selling — with capi- 
.tal ownership. .As long as the organizing, directing, and innovating 
functions of economic activity were compounded into the single 
factor of capital and identified vaguely with the ownership of a par- 
dar kind of industrial capital, there could be no really illuminat- 
Iieory of production. Instead there developed an identification 
nomic function with the class divisions of English society in the 
* . ineteenth century. 
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A theory of production should explain the co-operative processes 
of economic activity. In its most general form, it should comprehend 
not only industrial bjut agricukural and marketing processes, and per- 
sonal services as well as usable commodities, whether organized within 
a collectivist, a mixed, or a capitalist system of economic organiza- 
tion. Necessarily it must be conceived in terms of the production of 
values — time, place, and form utilities — rather than of commodities 
or services. The agents, elements, or factors of production in such 
a theory would be seen to consist of a wide variety of human faculties 
applied with the aid of accumulated capital assets to natural resources 
of many kinds within the framework of an organized society. Fried- 
rich List had a glimpse of such a theory when he based his analysis 
upon the thesis that “the power of producing wealth is therefore in- 
finitely more important than wealth itself,** and went on to emphasize 
the importance of the social environment. 

In his Principles of Economics, published in 1890, Alfred Marshall 
seemed to recognize the importance of the social environment as set- 
ting the conditions within which production must be organized, but 
the net result of his discussion was merely to add a fourth factor of 
production — organization — to land, labor, and capital. This new 
factor Marshall identified broadly with business management. Subse- 
quent economic discussion has tended to cling to this classification, but 
to incorporate some of the broader social questions — such as educa- 
tion, scientific research, and industrial training — under the head of 
one or other of the traditional factors of production. While it is pos- 
sible in this way to cover most of the important questions that List 
was concerned with in his emphasis on “the power of producing 
wealth,’* their dispersed treatment does not emphasize sufficiently the 
important role played in production by efficient and honest govern- 
ment, by impartial justice based upon a developed body of law whicli 
is strictly enforced, by religious tolerance and freedom from caste, 
and by adequate provision both for universal elementary education 
and for higher specialized training and research. 

It may be objected that such questions do not lie within the field 
of economic study strictly defined. It is true that if economic analysis 
assumes the political and social environment in any particular coun- 
try, that analysis may be confined, without any serious risk of mis- 
understanding, to strictly economic phenomena. However, in dis- 
cussing the economic relations between citizens of countries with very 
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different systems of political and social organization, there is a con- 
siderable risk*that such analysis will be invalidated by failure to take 
into account the variant lex-els of efficiency wi^h which economic 
.activity may operate in different social environments. Much recent 
discussion of economic development in industrially backward areas 
is vitiated by such failure, because it proceeds from the viewpoint of 
the creditor rather than the debtor country. It tends to ignore the eco- 
nomic and social potentialities and consequences of investment ih the 
receiving country. This is because the primary interest of the analysis 
generally lies in the effect of foreign investment upon economic activ- 
ity, particularly employment, in the investing country. If attent^ion 
is given to the development of the receiving country, it tends to\as- 
sume the economic processes that are familiar in the political and So- 
cial setting of the already developed and investing countries, rather 
than the processes actually at work in the undeveloped and receiving 
countries. 

It is particularly important to take account of these political and 
social considerations at present when the nineteenth-century network 
of world trade has been destroyed. In building a new trading network 
it is essential to devise means whereby a stream of foreign investment 
may be directed to the balanced development of areas which in the 
nineteenth century were partially developed as sources of raw ma- 
terials feeding into the north Atlantic industrial system. This is vi- 
tally necessary if we are to restore the raw material and food supplies 
upon which the already developed industrial countries have come to 
depend for their prosperity, and in some cases for their subsistence. It 
is essential also because the effective functioning of these developed 
industrial economies demands world markets for their manufactured 
products and capital outlets to stabilize their operation. Even more 
important is the fact that the former colonies and the remaining 
colonies are no longer content to remain passive under a high capitalist 
development of their export industries, while their domestic econ- 
omy renfains primitive. They seek the kind of development that will 
enable them to conduct specialized trade with other countries on an 
equal footing. 

When this question is raised and plans are discussed whereby the 
less developed countries may borrow from those more developed the 
needed appliances and technical skills, account must be taken of po- 
litical stability, of law and the enforcement of justice^ and of social 
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conditions affecting the availability, of labor and managerial skills, as 
well 3» capiul formation in these less developed countries. In recent 
years there has beeij a prolifit elaboration of ambitious plans for in- 
dustrialization and modernization of the industrially backward coun- 
tries. Most of these plans have been abortive because they have ig- 
nored the political and social conditions necessary for their imple- 
mentation. In this respect businessmen and investors have been more 
realistic than the theorists, albeit their realism has tended to take 
the negative form of abstention from taking risks. 

Imperialism had at least this merit. It brought a measure of settled 
government to the less developed peoples. The government services, 
educational systems, agricultural development programs, railroads, 
irrigation dams, and other public works installed by American of- 
ficials in the Philippines, by British officials in India, and by the Dutch 
in the Netherlands Indies, put those countries further along the road 
to economic development than any others in Asia except japan. Now 
a substitute must be found for alien rule. The first requisite for eco- 
nomic development is social order which must be attained in large 
measure by the efforts of the colonial peoples themselves. Inter- 
national assistance, involving concerted action by the more developed 
countries to guarantee the defense and buttress the stability of in- 
dependent but still weak governments, would be helpful. Technicians 
in the arts of government, serving as experts employed by the newly 
created independent states, could also render useful aid. But the 
achievement of modernization is mainly dependent upon the self- 
reliant activities of the peoples most concerned — the colonial peoples 
themselves. 

If this preliminary condition of civil order can be achieved, atten- 
tion may be directed toward the more effective organization of the 
factors of production defined in stricter economic terms. The most 
important and the only conscious factors of production in any coun- 
try are constituted by its array of human skills. These are not de- 
termined by biological heredity. There is no master race. * 

The United States has at the present time an array of skills without 
parallel by the test of economic productivity. These have been pro- 
duced from a population which is the result of mingling successive 
waves of immigrant peoples, the larger number of whom were cer- 
tainly not selected on the basis of special aptitudes or skills. This mixed 
population in a favorable social environment has achieved, in quan- 
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tity never before approached, the engineering and commercial skills 
essential to productivity. No summary statement can be adequate to 
explain this phenomenon. More adequate nutrition in a land of 
bountiful resources has played a large part by increasing physical and 
mental vigor. Universal education and increasingly heavy investment 
in specialized forms of higher education have also contributed heavily 
to greater efficiency. But further explanation is needed for the sig- 
nificant achievements of the United States particularly in tjkie in- 
dustrial applications of scientific knowledge. This explanation is 
found largely in the development of the special skill which mny be 
called business organization or management. In itself a form of skilled 
labor, business organization develops most effectively where there 
is a variety of subordinate skills widely dispersed among the pbpu 
lation, and where the labor force as a whole displays a high degree ol 
generalized ability. Such are the conditions which prevail in the 
United States. 

Many types of skill are readily transferable between countries. 
Something has already been done, much more could be done — by 
the esublished processes of education in both developed and under- 
developed countries — to train technicians to assist in the development 
of the latter. The weakness of colonial education has been its failure 
to train enough technicians and to extend its training far enough 
down the scale of labor. No small part of the difficulty now faced by 
the newly independent countries is caused by the fact that educational 
facilities have prepared students for political and legal activities, 
rather than for technical work in agriculture and industry. But in 
fact the only adequate training ground for industrial skills is in- 
dustry itself. While there is every reason to facilitate the transfer of 
special skills by interchange of students and teachers, there is little 
possibility of developing modem methods of production unless not 
only managers but foremen and skilled artisans have opportunity to 
acquire practical experience by actual industrial employment. 

The industrial development of the U.S.S.R. since the revolution 
in 1917 has thrown light on this question. One of the most serious 
bottlenecks encountered in this program of rapid industrialization 
was a continuing shortage of skilled labor. Much was done in a short 
time to change the outlook and develop the skills of what had been 
a dominantly peasant country, with all the dead weight of inertia, ig- 
norance, superstition and tradition common to such communities. 
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Fonnal education and visiting specialists contributed to this program. 
But tHe most important educational instrument was costly and hard- 
won experience in industry itSelf. 

While the possession of accumulated capital is an asset to any 
country, it is not, strictly speaking, a factor of production. The labor 
and resources of past generations — in reclaiming land from the sea or 
from marshes, terracing hillsides and building the soil, in planting 
forests, building roads, canals, railroad systems, factories, public build- 
ings and homes — contribute greatly to the productivity of later gen- 
erations. The vast changes wrought in the shoreline of a densely pop- 
ulated port area, water conservation and irrigation systems, hydro- 
electric dams, reticulating power systems, and networks of telephonic 
communication, are examples of such capital accumulation. Increas- 
ingly, capital accumulation tends to represent public rather than pri- 
\ate expenditures. Though the construction works may deteriorate 
they are relatively indestructible, and they are almost completely in- 
capable of transference from one location to another. The tasks of 
postwar capital reconstruction and development are primarily local 
in the sense of utilizing both local materials and local labor. The 
physical destruction wrought by the %var, the undermaintenance and 
deterioration of capital equipment, and the depletion of working 
stocks brought about by the war must be made good by devoting sur- 
pluses of current production to their restoration. In the same way, 
new capital construction in developing countries demands both in- 
treased productivity and the diversion of the surplus labor and ma- 
terials thus secured to capital construction rather than to consump- 
tion. 

There are relatively narrow limits to the transferability of these 
lapital assets between countries. It is true that some equipment can 
be transferred, but this is of little practical importance unless the re- 
ceiving country already has or can acquire the technical skills neces- 
sary for its operation. Inventories can be restocked by drawing from 
more abundant supplies of raw materials in other countries. Sub- 
stantial aid may also be given by the provision of foreign food and 
other consumption goods, so that local labor and materials may be 
diverted to capital construction. But such transferences of capital 
assets from richer to poorer countries are not the major need either 
for reconstruction of war damage or for economic development of 
industrially backward areas. The crucial need is the development 
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locally of a continuing surplus of current production over consump- 
tion. This need is crucial in the construction and maintenance, of 
capita] equipment, and in the replenislfment of ^tocks. If the neces- 
sary resources are borrowed, the production of a surplus is obviously 
necessary for the payment of interest and the repayment of the loans. 
To fasten attention on the accumulations of the past is to ignore the 
vital fact that these accumulations have been created and must thence- 
forth be continuously maintained and increased out of curren^ sur- 
pluses. 

Economic productivity consists of a continuing flow of goods\and 
services. No one would deny that the equipment and resources a^il- 
able to American management and manpower enable them to produce 
more effectively. But it should never be forgotten that the present 
equipment is the accumulated surplus from past productivity and 
would quickly deteriorate if it were not maintained and expanded by 
continuing productivity. The present plight of the western European 
countries — they were so rich a short generation ago that they exported 
capital to the rest of the world — is evidence enough that present pro- 
ductivity rather than past accumulation is the important element in 
this equation. 

There are those who would argue that an even more fundamental 
element of productivity than settled government, human skills, or 
capital accumulation is to be found in the natural resources available 
to a national community. Obviously there is an important element of 
truth in this contention, especially when those natural resources are 
considered in relation to population. Natural resources must be de- 
flned more broadly than land since they include such natural assets as 
position, climate, means of water communication, minerals, and 
sources of industrial power. Clearly the high levels of productivity, 
attained by the United States, by the British Dominions and by parts 
of Latin America, must be attributed in some degree to the fact that 
relatively small communities entered into possession of rich natural 
resources and were able to retain exclusive use of these resources. 
When these countries are compared with others, such as China and 
India, that suffer from heavy population pressures on limited natural 
resources, it is obvious that they have a considerable advantage. 

But this argument can be pushed too far. There are many examples 
of industrious and frugal communities that have developed highly 
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productive economic systems with very limited natural resources. 
Switzerland, Vhe richest country per capita in Europe at thefiresent 
time, has practically no minerals or mineral fuel and little arable 
land. When Denmark was faced with an agricultural crisis in the 
1870's, resulting from the flood of cheap grain from the Middle West 
of the United States, her people converted that threat into an oppor- 
tunity by using the cheap grain to establish an efficient and productive 
pastoral industry. Without the land area to produce sufficient fodder, 
the Danes devised co-operative methods that resulted in high produc- 
tivity. It is true that an essential condition for the success of\such 
organization was the ability to acquire by trade the material resoilfrces 
lacking in the local environment and to market the finished products. 
The secret of the productivity was organizing ability and technical 
skill rather than abundant natural resources. This was as true of the 
Australians who devised methods of utilizing their semiarid interioi 
plains for the production of wool, and of the Mormons who turned the 
Utah deserts by dry farming into one of the richest productive areas of 
the United States. 

Human skills are most productive where there is the political sta 
bility and social order that give the greatest opportunity for individual 
development and enterprise to all sections of the community. In 
course of time such communities, by continuously devoting surpluses 
of production to capital construction, accumulate installations of real 
capital on a scale which enables them to increase vastly their produt - 
tivity. The possession of abundant resources is an important advantage. 
But these resources often have to be developed by ingenious means, 
and the lack of them has not prevented energetic and skilled peoples 
from attaining high levels of productivity. Nor is it impossible for the 
peoples whose numbers are oppressively large in relation to available 
resources to improve gradually their skills and therefore their produc- 
tivity. In the past the introduction into colonial countries of highly 
organized export industries has not led to capital accumulation or to 
educational expenditures that would have made possible the acquire- 
ment of technical skills by greater numbers. For the most part it has 
been swallowed up in the provision of subsistence for a larger popula 
tion. There are means by which these technical skills may be trans- 
ferred from one country to another. For example, in the United States 
both British commercial organization and German scientific methods 
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were combined and transcended. However, such transference is not 
likelylo develop where political instability and social tfadition place 
serious obstacles to the enhancement of individual welfare. 

In the long run each community achieves the level of productivity it 
( houses. For each generation the level is predetermined in large mea.s- 
ure by the choices of former generations. But each generation can in 
its turn influence the levels attainable in the future. If it chooses the 
health, vigor, and training of its human capital as an objective more 
important than the maintenance of vested political interests or of 
archaic social customs, it can raise the productivity of the national 
community and thus set it on the way to progressively higher levels. 

THE ORGANIZATION OF HUMAN SKILLS 

In increasing measure economic analysis has come to stress the 
specialized and co-operative activity of individuals organized to 
produce a great variety of goods and services. This factor of organiza- 
tion comprehends but is broader than business management. Alfred 
Marshall started a trend in economic thought when he devoted as 
much space in his Principles of Economics to labor as to land and 
capital combined, and almost as much to organization as to all three. 
While he recognized that the organization of economic activity was 
important enough to be distinguished as a separate factor of produc- 
tion, he identified it as being virtually synonymous with business man- 
agement. It will be argued here that in the new technology business 
management has come to approximate an aspect of government in the 
economic sphere, and further that the organization of economic activ- 
ity in the changing circumstances of our time is calling forth the in- 
vention of new forms of management in which the demands both of 
public control and of private enterprise may be met. In a competitive 
economic system the forms of business organization are as diverse as 
the purposes for whiifh production is organized. In our modem econ- 
omy there is a great deal of economic activity organized through gov- 
ernment agencies, or through a combination of public and private 
agencies. 

Within the American pattern of organization, while there are many 
strands that are legacies of earlier economic organization, there are 
some of growing importance that foreshadow new developments. Agri- 
culture ranges from share-cropping and subsistence farming to the 
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highly organized and mechanized operations of a modern corporation. 
Retailing rulis from the street stall and the corner shop to department 
stores and chain systems. There are relks of the ^ild system in some of 
the professions. Commercial agencies and some trade unions organize 
and even monopolize the market for certain personal services, while 
other forms of service remain competitive in unorganized local mar- 
kets. On the other hand, there is a widening range of public services 
and enterprises, in wliich new forms of organization have developed, 
embodying characteristic elements both of government and of cor- 
poration enterprise. It is significant that the potentialities of atomic 
power should be in the hands of such an organization, and shoula lean 
heavily on the experience gained by the Tennessee Valley Authdrity. 
It is even more significant for our study that the Economic Coopera- 
tion Administration was consciously modeled upon these precedents 
and that of the Reconstruction Finance Corporation. 

Many modern economists treat organization as if it were concerned 
primarily with the management of large-scale industrial production. 
Analysis of the economics of the firm has been developed mainly 
as the economics of the large corporation. The organization of per- 
sonal services, agriculture, or government enterprise is apt to be re- 
garded as secondary. This is a proper emphasis for the American econ- 
omy, since the corporation is increasingly important in the economic 
structure of the United States. Moreover, there is a clear tendency 
toward concentration of productive power in the larger corporations. 
This concentration is matched by the consolidation of organized la- 
bor and by a trend toward the organization of trade associations and 
of agricultural interests on a national scale. 

There is some tendency to exaggerate these developments. Statistical 
measurements of economic activity emphasize those forms of organi- 
zation for which statistics can readily be compiled. Government in- 
tervention necessarily based on statistics, increases this emphasis. One 
result of this exaggeration of the part played by large corporations 
and grotips is that the interests of the unorganized small producers 
and of the individual consumers are apt to be neglected in the forma- 
tion of national policy. It is easy to get a picture of the national econ- 
omy of the United States in which the subsistence farmers and the 
share-croppers, the independent craftsmen and repair workers, and 
the unorganized fringe of unskilled labor become forgotten men. In 
the statistics of production they may not loom large, but they form 
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a large part of the population. On th^ international scale the larger 
part of <he world’s people fall into this category. 

A. most significant shift has occurred since 1914 in regard to the 
part played by business management in the national economies of 
the great industrial nations and in organizing world trade and in- 
vestment.^ Here we are concerned with the international aspects of 
the increasing power that has passed into the hands of those respon- 
sible for the executive management of great corporations. In order 
to undersund the importance of this shift in the location of economic 
power, it is necessary to recall the fact that up to 1914 the major de- 
cisions that affected world trade and investment were taken by those 
who controlled the leading money markets and particularly the Lon- 
don money market. There were then few examples of large-scale in- 
dustrial enterprises with international ramifications. The exports of 
manufactured goods from the industrial countries and of foodstuffs 
and raw materials from the agricultural countries were exchanged 
through the great network of international markets. The so-called 
international gold standard was essentially a commercial and financial 
system, in which the pivotal figures were the specialized bankers and 
brokers whose business it was to finance world trade and investment. 
These people regarded themselves as neutral interpreters of the mar- 
ket trends that developed from world-wide competition. It was their 
judgment of market trends that manipulated the short-term interest 
rates. These changes in interest and discount rates entailed price 
adjustments whose repercussions on national production and em- 
ployment were world-wide. Moreover the amount and direction of 
international investment fluctuated with changes in these interest 
rates. 

The merchant-bankers who dominated the Court of the Bank of 
England kept the sterling currency convertible and its slim reserves 
adequate, by decisions which affected the profit expectations and 
sometimes the solvency of investors, producers, and traders all over 
the world. Productive activity in all the trading countries was thus 
affected by these decisions in proportion as the national economies 
were geared to world trade. After the international gold standard 
broke down in the first World War, and more emphatically after the 
failure of its attempted restoration in 1931, the power of the London 

* See Chapter XIV, “The End of LaUset Faire,” for a diKussion of the national aspect 
of these developments. 



688 


THE COMMERCE OF NATIONS 


money market in regard to the regulation of world trade and invest- 
ment largely disappeared. No other commercial or financial •group 
has taken its place. 

In the meantime the nature of large-scale industrial production and 
of the investment necessary to establish new enterprises has under- 
gone a remarkable development. The power to organize world trade 
and still, more to organize international investment has passed in 
large measure into the hands either of governments or of great in- 
dustrial corporations. The governments have the political powen The 
corporations have the know-how. The great corporations ofi the 
United States, which since the second World War have been the main 
source of capital for foreign investment and the main repository of 
the new technology, have gained increasing importance and power in 
regard to foreign industrial investment and the reorganization of 
Tvorld trade. 

Foreign investment has always carried with it economic functions 
that were particularly important in the relations between more de- 
veloped and less developed peoples. The leading industrial country 
has always supplied not merely capital, but a large measure of the 
planning of new enterprises, the technical direction, and many kinds 
of skilled labor necessary for the operation of new processes. With the 
development of modern large-scale technology, the nature of these 
skills has changed. 

The sixteen thousand British artisans who, it was estimated, slipped 
across the channel to France in the years 1822-23, in violation of laws 
passed to prohibit the export of know-how, were master-craftsmen 
skilled in the installation and operation of power looms, spinning 
jennies, and other new machines. Rather limited mechanical experi- 
ence was the basis of their skill. This was true also of the construction 
foremen who formed the nucleus of the labor force organized in the 
third quarter of the nineteenth century by the great railroad con- 
tractors such as Thomas Brassey and Morton Peto. As mechanical 
methods of production became more complex and delicate and the 
scale of construction grew, engineers as well as craftsmen were needed. 
The chemical and electrical industries, pioneered in the latter nine- 
teenth century by the Germans, depended on scientific research. Thus 
construction engineers and even salesmen began to need a general 
knowledge of scientific principles. Th| scope of scientific research and 
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process development has never ceased to widen. In the decades pre- 
ceding^ i 9 i 4 , it achieved some of its most striking successes in aeri- 
culture, and particularly in> colonial plantations. Sugar and' pine- 
apples in Hawaii, ru\>ber in the Netherlands Indies, cocoa on the Gold 
C:oast, tea in India and Ceylon, furnish examples of the scientific or- 
ganization of new industries. 

On the international as on the national scale, the organization neces- 
sary to cTeate and manage new enterprises is no longer simply a ques- 
tion of obtaining access to credit, building a factory, installing jX)wer 
and machines, mobilizing a labor force, and establishing a system of 
distribution. These are still essential, but behind them lies a develop- 
ment of scientific research and its applications which grows rapidly in 
importance. The executive organizing functions are no longer in the 
hands of the owners of capital. They have become widely dispersed 
among specialized technicians of varied and complementary training 
and experience. As this happens, the planning and risk-taking de- 
cisions which are the main element in organizing economic activity 
become co-operative. Before final decision can be reached there is 
much prior investigation fropi different technical angles — reports, 
analyses, and committee discussion sifting the possibilities of alterna- 
tive courses of action. In the hierarchy of a great corporation while 
the executive has final responsibility, his decisions are rarely taken 
without a great deal of consultation. The decision is thus largely pre- 
determined in the gathering and presenting of the data upon which 
he must form a judgment. 

It is sometimes difficult in a giant business to locate the seat of 
final executive authority. Power is an exercise of will. The manage- 
ment of industry becomes an aspect of politics in the sphere of eco- 
nomic activity. Those who reach positions of business power by 
whatever route — inheritance, salesmanship, financial skill, technical 
ability, or any other means — must control a large staff of trained and 
ambitious men of diverse ability and strong will. If the will and judg- 
ment of the individual making the ultimate decisions cannot dom- 
inate the technicians, his power will pass into firmer hands. There 
are two kinds of limitation on his power. Since he must take on trust 
many of the technical facts upon which he must base decisions, his 
success as an executive depends upon his judgment in selecting the 
technical staff. The second limitation is often overlooked. Planning, 
if it is to be realistic, cannot be far divorced from day to day opera- 
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tions. The formulation and execution of policy must develop oui 
of the actual* processes of production and marketing. These^involv< 
a considerable delegation of executive authoritj. 

The direction of a great economic undertaking has many aspect: 
of generalship. The executive must be free to deal only with tin 
most crucial issues. He can seldom commit all his economic resource: 
but must maintain flexibility and substantial reserves for contingen 
cies. He must build up confidence in his leadership, not alone ainon^ 
the staff, but among the workers as well. He must delegate respon 
sibilities, while retaining power to co-ordinate them. Co-ordin^tior 
is achieved by persuasion rather than by the exercise of authority. Ir 
this way an understanding of objectives and a sense of participatior 
are gained, and the further this can be extended down the line ol 
responsibility, the better the results. 

These changes in the character of executive management must b( 
understood before any realistic approach can be made to the prob 
lems involved in the reconstruction of world trade or in the economk 
development of industrially backward areas. The new enterprise: 
necessary for reconstruction and development of the world economy 
must be undertaken by teams of technicians. The executive is the 
co-ordinator and energizer of a dispersed process involving man) 
skills, among which the scientific research and engineering skills tend 
to gain in importance. Investment, national or international, is nc 
longer planned by the owners of capital or the specialists of the 
money market, but by government officials or by a relatively new 
class of business executives. The executive function has jbeen dis- 
cussed above in terms of the management of the corporations which 
are characteristic of business organization in the United States be- 
cause these corporations have the power to play an important role 
in the economic reconstruction of our world, if only by reason of their 
possession of technical knowledge and know-how. 

It should be recognized that this ability to organize and co-ordinate 
teams of specialists is not confined to the world of private business. 
There would seem no essential reason why forms of public enterprise 
could not be developed in which such organizing ability and drive 
might function. The executive organizing function is cultivated by 
the armed services. Many trade union leaders develop great skills in 
organization and management. Leadership is the essence of politics, 
but executive ability is rarer in politics than in business. The reasons 
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for this are that the problems of orgeuization are more difficult and 
there i^ seldom provision for competent staff work. Wherever po- 
litical leadership has been effective in the economic field it has always 
used brain-trusts, usiially recruited outside, though using the facilities 
of, the ordinary channels of government. Most party political issues 
do not lend themselves readily to such organization, so that executive 
leadership appears usually on matters that are somewhat remote from 
party politics. This is what occurs in times of national crisis such as 
a war, when partisanship is suspended. 

It has become possible in recent years to envisage new methods by 
which the wide range of human skills necessary to the operation of 
great economic undertakings may be mobilized in the service of the 
community. Private corporations remain the most powerful of the 
institutions in which these skills are mobilized, but army engineers 
built the Panama Canal and government officials planned, let the 
contracts for, and have usually operated the great dams and power 
enterprises that have transformed large sections of the economy of 
the United States. The Manhattan Engineering District which or- 
ganized the production of the atomic bomb was an example of public 
enterprise within which there was scope for private enterprise on a 
great scale. The Economic Cooperation Administration, set up to 
channel aid from the United States to Europe, has become the 
most significant factor in organizing trade, investment, and the in* 
ternational transference of technical skills in the immediate postwar 
period. Yet despite these examples, productivity and the know-how 
upon which it depends remain largely in the hands of the private 
corporations. Moreover this know-how and in particular the elusive 
qualities of business judgment and drive, as distinct from technical 
knowledge, is largely subconscious. It is the product of experience 
rather than of conscious reasoning. It can seldom be taught, though 
it can be learned. 

The organizing leaders who rise to the control of big enterprises 
have one quality in common — will power. Within the limits of their 
operations, they also display shrewd judgment of men. It is not easy 
to find out their bases of judgment. If challenged, they will quite 
often fasten upon trivial evidence, though in fact their judgment is 
based upon unconscious associations of memory built up by prac- 
tical exf^rience. Their hunches are more often right than wrong: 
otherwise they .Would not be where they are, Once arrived, they may 
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become fronts for more active and powerful minds within the or- 
ganization. Niearly always they reflect its quality. The varied /organiz- 
ing skills over which they exercise co-ordinating control are a very 
important element in economic productivity, and the economic power 
that goes with the co-ordinating control is among the most important 
factors of production. Whether power in regard to the organization 
of international economic co-operation will pass into the hands of 
governments, or into the hands of those who exercise industrial lead- 
ership, or whether new forms of organization will emerge, giving scope 
both to public control and to the drive of executive leadership^- this 
is a crucial question for the future. 

The most fundamental issues of international economic cortflict 
at the present time are those which arise in connection with this ques- 
tion of power in economic organization. These economic conflicts 
cross national boundaries. They are obscured by the conflicts of in- 
ternational politics, which are dramatized by the fact that nation- 
states are personified and their names are used as symbols. National 
security is always the overriding objective of national policy. In a 
period when there have been great shifts in relative power among 
the nation-states — such as always follow a great war — it is not clear 
what alignments will emerge to form a new power equilibrium. The 
confused groping toward such an equilibrium involves a testing of 
strength at various points, particularly in the no-man’s land of in- 
fluence over states that occupy strategic positions between the greatest 
powers. It may be hoped that the political power struggle can be 
contained within the limits of collective political institutions. But 
if this struggle continues to paralyze the working of those institutions, 
it is likely to result in an uneasy equilibrium of force in which a po- 
litical accident may at some time suddenly precipitate hostilities. 

No realistic analyst would underrate the reality of these political 
aspects of international conflict. Intermingled with them, however, 
are impprtant issues of economic conflict. These economic aspects of 
the power struggle take many forms. In the former colonial areas 
there is a conflict between national aspirations for self-government 
and the maintenance by the citizens of the former colonial powers 
not only of property claims but also of economic power, in the sense 
of authority to decide the types of economic organization, and the 
allocation of available manpower and resources to different kinds of 
production. In the extension of economic aid from the* United States 
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to Europe it was urged that technital efficiency demanded that such 
aid be ■administered through a form of corporate actioH in which the 
technicians of American business might be able to insist upon effective 
organization of industrial reconstruction in the receiving countries. 

The inventions, techniques, and methods of organization that hold 
the greatest promise of increasing productivity have their highest de- 
velopment in the countries where there is political freedom and a 
substantial measure of free economic enterprise. This is an important 
fact since not only higher living levels but the possibility of improved 
social organization and better opportunities for individual health, 
mental vigor, and cultivation depend upon the economic application 
of this scientific know-how. There can be little hope of expanding 
multilateral trade or of stabilizing employment at levels of high pro- 
ductivity unless a knowledge of these techniques can be diffused 
among the peoples whose economic methods are still on a primitive 
level of organization. These peoples need capital. They need still 
more the scientific skills whereby capiul equipment can be properly 
used. For the most part these skills are in the possession of countries 
where they are mobilized for economic production by private enter- 
prise. Among these countries the United States is pre-eminent. There 
is real validity in the argument that the extension of loans by the 
United States government to distressed peoples in Europe and Asia 
may only alleviate without curing their economic difficulties. The 
only means by which these countries may be put on the road to 
higher productivity is by the acquirement of improved technical 
skills and improved methods of economic organization. If these are 
to come from the United Sutes, they must come in large part from 
the great business corporations which employ the experienced tech- 
nicians whose accumulated know-how is the real secret of American 
productive efficiency. 

There are those particularly among the organizers of industry in 
the United States, who hold firmly to the belief that scientific research, 
process development, practical know-how, and efficient organization 
of production and marketing cannot be developed except under the 
freedom of private enterprise. It follows logically that they consider 
it a necessary condition for the efficient transfer of such skills that 
the receiving countries shall abandon the impediments to private 
enterprise which the policies of nationalization and national economic 
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planning represent at the present time in most European countries. 
It follows alstf in their view that the newly independent states of Asia 
must give up any ideas they may have pf planned economic develop- 
ment, and allow private enterprise free scope to raise productivity by 
improved technical methods. 

There are others who point to the wastes and instabilities of the 
capitalist system. They regard the stress laid upon the technical ca- 
pacities of private enterprise in the United States as maskii^g the 
desire to extend personal, institutional, and even national poWer to 
new fields of conquest. In this view there is a conspiracy among i^eri- 
can businessmen and bankers, aided by government and the armed 
services, to extend their control over the national resources and poli- 
( ies of other countries. 

It is not necessary to accept either of these extreme positions. Be- 
cause the development ol industrial production in the past has 
emerged as a by-product of private enterprise seeking the most efli- 
( lent means of making profits, it does not follow that this is the only 
effective policy for countries which must now husband very carefully 
their limited margins of productive resources. Nor does it follow 
that countries which desire to modernize their economies must allow 
that modernization to emerge in the pattern dictated by private profit, 
particularly if it is the profit of foreign enterprises lodged within the 
national economy. The planning of economic policy in its broadest 
outlines at the highest political levels will not be abandoned. 

On the other hand there is no reason why there could not be a great 
deal of flexibility in the detailed execution of policy within the gen- 
eral framework of national objectives. It is not necessary to identify 
national independence with rigorous and minute control over the 
economy. Indeed there is every reason to hope that practical agree- 
ment may be reached on methods whereby technical, as well as finan- 
cial, assistance may be extended from the United States to western 
Europe without infringing the political independence or the eco- 
• nomic autonomy of those countries. If this can be done, there seems 
no reason why less developed countries could not contract for similar 
technical and financial assistance in pursuance of their plans for mod- 
ernization. 

In the past, organization has been identified with capital owner- 
ship. But investment, whether national or international, can be broken 
up into many economic functions. A good illustration is provided 
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by such public undertakings in tke United States as the Hoover 
(Bould^) Dam. The decision to undertake this enterpftse was made 
by a great engineer, then President ot the United States. The plan- 
ning and financing of the enterprise were undertaken by government 
agencies. Actual construction was contracted by a group of private 
industrialists who formed a joint venture for this particular task. Own- 
ership and operation in this case remained in government hands. 
There are many possible combinations ot these varied functions. 
There are many cases also of mixed corporations with both govern- 
ment and private capital, and some of these are international. 

It is inconceivable that the twentieth century will remain bound 
to the forms of economic organization that were evolved in the nine- 
teenth century. The mobilization of teams of technicians will become 
increasingly necessary as our knowledge of the fundamental relations 
between matter and energy extends from inanimate to animate na- 
ture and makes more evident the probability that both distinctions 
— between matter and energy and between inanimate and animate 
nature — merely measure our ignorance. As these technicians are mo- 
bilized the distinction which the nineteenth century drew' so sharply 
between government and business is also likely to break dow n. 

What will remain is the dependence of economic efficiency upon 
the organization of human skills. In the longer run it may be hoped 
that the division of the political world into independent and sus- 
picious sovereign states may gradually be mitigated by an increasing 
degree of economic integration. In the meantime economic organiza- 
tion is hamstrung by this division and by dogmatic differences con- 
cerning the most efficient combinations of government and business. 
It is the tragedy of our generation that these differences are so 
confused* and exaggerated by national rivalries and suspicions that 
neither the economic nor the political issues can be met with intelli- 
gence. 


MONETARY NATIONALISM 

The management of the external balance of payments was a con- 
stant preoccupation of government officials, merchants, and economic 
theorists throughout the sixteenth, seventeenth, and eighteenth cen- 
turies. From the time the Spaniards first discovered gold on Hispaniola 
there was anxious debate in all the western European trading coun- 
tries on how to manage the national economy, and particularly its 
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external trade. Few then questioned the axiomatic assumption that 
government hW a duty to regulate external trade so that i^ might 
yield a surplus of the precious metals.<^ This was not because of a 
crude identification of money with wealth, thougli Adam Smith seized 
upon examples of this to ridicule the whole mercantilist argument. 
Rather it expressed the concern felt by merchants and officials lest 
the monetary circulation should be depleted so that prices would fall 
and production be impaired. Although the arguments used by the 
mercantilists were often crude and the expedients adopted to\ con- 
serve monetary supplies were a mixture of confused thinking, ^aft, 
and selfish interest, their concern over the balancing of payments\was 
real and well-founded. ^ 

In the middle of the eighteenth century, David Hume demon- 
strated that if governments ceased to meddle with the flow of specie, 
the precious metals would be distributed among the countries in 
accordance with trading needs. The low^er prices and reduced incomes 
caused by an outflow of gold and silver would -stimulate exports and 
check imports so that an active balance of commodity trade would 
then cause a return inflow of the precious metals. Thus the balance 
of payments could be left to take care of itself. Shortly afterward in 
1 776, Adam Smith launched his devastating attack upon the monopoly 
and inefficiency that sheltered behind the attempts of government to 
regulate external transactions. If war had not intervened in 1793, it 
is probable that the younger ^Pitt would have put Adam Smith’s teach- 
ings into practice. 

After the wars Ricardo returned in 1817 to the attack and used 
the violent price and exchange fluctuations of the war and immediate 
postwar period to demonstrate the validity of Hume’s reasoning. 
Specie payments were resumed in 1819. It took a generation of con- 
troversy before tariff protection could be removed from the en- 
trenched interests. But even the landowning interest was beaten 
by 1846^ and Britain embarked uf)on her international crusade for 
free trade. Thenceforward, the concern that the mercantilists had 
shown over the balance of payments was treated by orthodox econo- 
mists as an outworn illusion based upon fallacious reasoning. The 
prosperity of Britain, which became the industrial workshop of the 
world and financed world trade and investment through the free 
operations of the London money market, was regarded as a trium- 
phant vindication of classical econon|j|c theory. Thercfafter, despite 
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the persistence of mercantilist pt^ctices in all but a few free*trade 
countries, the isolated economic theorists who suggested that national 
prosperity or security required governments to ensure that inter- 
national trade and investment would not deplete the supply of cir- 
culating media and so induce deflation were regarded by the orthodox 
economists as monetary cranks. 

The twentieth century has reverted to the mercantilist concern 
over the balance of payments. Modern economists have looked with 
more sympathy at the writings of the mercantilists and at those of 
Ricardo’s critics. Lord Keynes has attempted to rehabilitate not their 
doctrines and certainly not their practices, but their awareness of 
problems which the nineteenth-century theorists assumed away. Mai- 
thus has been restored to fuller stature than Walter Bagehot was 
willing to accord him. Alexander Hamilton's plea for economic de- 
velopment is seen to embody a point of view that demands considera- 
tion. Despite his ill-judged politics, Friedrich List is likely to receive 
more attention from economists in the twentieth century than he 
did in the nineteenth. 

This renewed interest in the balancing of payments is no mere 
swing of the pendulum in economic thought. While the necessity to 
safeguard national economic strength against undue strains arising 
from unregulated international pressures on the balance of payments 
may have been discarded in nineteenth-century economic theory, this 
idea never ceased to be influential in the practice of every country 
except Great Britain and a few small states of western Europe. Since 
the abortive attempt to restore the international gold standard broke 
down in the great depression of 1929-33, there has been a strengthen- 
ing of mercantilist ideas in practically every country but the United 
States. Britain, long the bulwark of the free-trade doctrine, has be- 
come the source of monetary theories that have a distinctly mercan- 
tilist tinge. Before the war, Germany, Italy, and Japan developed 
policies of economic and moneury nationalism. The U.S.S.R. has 
gone further than any country in divorcing its domestic economy 
from the rigidly controlled direction of its external balance of pay- 
ments. 

The reasons for this reversion to monetary nationalism are not far 
to seek. In the first place national security, which could be played 
down in considering economic policy as long as the Pax Britannica 
of the nineteenth century lasted, is again an urgent consideration. Aa 
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long as the outcome of the present power struggle is uncertain, cfco- 
nomic policy* will be affected by strategic considerations. Tlje ideo- 
logical war between the United States and the U.S.S.R. was fought on 
many fronts. To the discomfiture of the nation-staftes that were caught 
in the cross fire, this conflict rapidly rose to the point where they 
were forced to choose which camp they would shelter in. Domestic 
politics from Iran through Greece to Italy and France demonstrated 
this pressure. In the trade negotiations at Geneva, in the investigations 
of the Economic Commission for Asia and the Far East at ShaiWhai, 
in the sixteen-nation conference of western European states at Paris 
— in every discussion of international economic relations — ^this con- 
flict had dominated the background and often the foreground of\de- 
bate. Moreover the aftermath of the wars already fought made it 
necessary for most governments to be concerned over the monetary 
policies dictated by their domestic economic problems and over the 
strain imposed upon their economies by chronic weakness in their 
balance of payments position. 

It was difficult for Americans to enter fully^ into an understanding 
of this situation. In possession of the largest gold reserves ever accu- 
mulated in one country, the United States drained gold from the last 
reserves of most other countries. It had the largest active balance 
of exports over imports that it or any other country had ever had. 
This balance was built up by the world’s need for the agricultural as 
well as the manufactured products of the United States and by the 
inability of most countries to send exports in payment for these 
products. It was further swollen by invisible exports from the United 
States such as shipping services and capital investments. 

The dollar was strong. For many years there had been no need to 
worry lest an outflow of specie should cause a contraction of credit 
and plunge the economy into deflation. Whea such a development 
had appeared possible in the early part of 1933, the gold reserves (then 
amounting to approximately $4 billion) had been promptly safe- 
guarded*by devaluing the dollar in terms of gold. The negotiators for 
the United States, who insistently urged upon other countries the 
desirability of getting rid of exchange control and quantitative import 
restrictions, were able to do so in the comfortable knowledge that no 
worries existed as to the continuing ability of the United States to 
trade without endangering the reserves upon which its currency sys- 
ti^m was based. 



THE ASSUMPTIONS OF A MODERN THEORY 699 

' 7 ' H 

Another consequence of two world wars which mad^ management 
of the Ac temal balance difficult for most countries was the heavy bur- 
den of debt charges, ^of payments and pensions to veterans, continuing 
military, naval, and air defense, scientific research into new weapons 
and the costs of occupation and relief in enemy countries. This bur- 
den was also felt in the United States. It was the main reason why 
taxation had been kept at a relatively high level and why the rate of 
interest was not allowed to rise. Though the low prevailing rates laid 
the base for credit expansion that constituted an inflationary pressure 
upon the price structure, the Treasury, which had control of short- 
term rates, was unable to allow them to rise because this would in- 
cTease the budgetary burden. Thus the Federal Reserve Banks could 
not bring pressure on the commercial banks whose large holdings of 
short-term government obligations could be cashed if need be. 

The credit system was therefore out of control by such processes 
as raising the discount rates and open-market operations, leaving only 
the manipulation of bank reserve requirements. This constituted a 
domestic problem of great importance to the United States. However, 
it did not cause difficulties in the external balance of payments and 
was not likely to do so unless price levels rose to the point — ^still far 
distant — where they induced a reduction of exports and an increase 
of imports large enough to cause an outflow of specie. Before that re- 
mote contingency, some strain might be caused if foreign holders of 
short-term obligations and credit balances took alarm and withdrew 
their funds, but refugee capital still sought refuge in the United States. 

If the.se financial circumstances gave some cause for watchfulness 
in the United States, they did not make it necessary to impose ration- 
ing and price controls to prevent a runaway price inflation. It was 
still possible to allow the economy to operate freely in the expecta- 
tion that production would keep pace with the expansion of purchas- 
ing power. In most other countries the inflationary pressures were 
greater in proportion to productivity. Also the chances of inj^reasing 
productivity were limited by the acute shortages of equipment, raw 
materials, fuel, and reserve stocks of food and consumers’ goods. These 
deficiencies had to be remedied by heavier imports before exports 
could begin to expand substantially. Governments therefore took 
steps to maintain the domestic price and rationing systems which re- 
strained consumption, to control the balance of payments in an effort 
to mobilize every possible dollar that was received from exports of all 
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kinds, and to prohibit all expenditures that might drain those dollars 
away to noncsiential uses. ^ 

These dilemmas did not exist for the* U.S.S.R. It had long ago di- 
vorced its domestic economy from dependence o\i a fluctuating bal 
ance of external payments, and had reduced those payments to a mini- 
mum. It was able also to carry through a drastic revaluation of the 
internal value of the rouble. Even it the western European countries 
had been willing to pay the price in the deprivation of civil libemes 
and in the loss of economic efficiency entailed by regimentation\ ol 
their domestic economies on the Russian model, few of them w^re 
in a similar position to reduce their external transactions to a mini- 
mum. Thus the balance of payments on these external transactions 
remained one of their major preoccupations. In the case of those 
countries (among which Britain was the outstanding example) where 
a greatly increased population had come to be dependent upon in- 
ternational trade, the balance of external payments was the dominani 
preoccupation. 

Another characteristic of the second postwar period, while not 
solely the result of two world wars, was greatly enhanced in im- 
portance by the dislocations of industry and employment caused by 
the wartime disruptions of international specialization. Employment 
and the welfare of the working population had become overriding 
policy objectives. The revolutions and counterrevolutions of the 
twentieth century had been facilitated by the suffering inflicted by 
unemployment upon articulate and politically conscious groups ol 
organized workers. Revolutions seldom arise from proletarian initia- 
tive. But they always appeal to mass discontent and seek support in 
proletarian movements. The Russian revolution was launched and 
nursed to the stage of effective organization by politically active groups 
of intellectuals. The Fascist and Nazi movements drew their initial 
support largely from the middle and professional classes. However, 
in totalitarian and democratic countries alike, the political power of 
the laboring population was such that no government could disregard 
the distress inflicted upon the workers by severe unemployment, lest 
their power be mobilized to overthrow it. 

In this respect the situation was totally different from that of the 
mercantilist period, l^bor was no longer a mere resource — a factor^! 
production — ^to be kept abundant and cheap in the interest of national 
power. Organized labor had been court^ by the belligerent govern- 
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ments during the first World War anrf had made considerable gains 
in poli^cal status and power. Though the Nazi and F^cist regimes 
destroyed trade unionism and the Soviet system assigned to it a sub- 
ordinate role, the appeal made by these governments to the masses 
of the people was in terms of social security and welfare. The Nazis 
indeed had laid such emphasis upon this appeal that many foreigners 
had been deceived as to the true motives of their economic policy. 
There is little need to emphasize the great gains in political power 
that the labor movement had made as a consequence of the second 
World War. Even in the countries Avhose governments did not draw 
their main support from organized labor, the advances in social- 
security legislation were evidence of these gains, as for instance its 
spread in Latin- American countries during the war. 

It is obvious that a highly precarious situation existed particularly 
in those countries where high levels of wages and employment and 
elaborate s(x:ial-security services were maintained in face of acute 
scarcities of commodities. This situation was prevented from collaps- 
ing by the receipt of large imports from the United States and other 
countries whose agriculture and industry had expanded during the 
war. Those large shipments to Europe kept the exporting countries 
also at levels of economic activity that approximated full employ- 
ment. While there was a considerable difference between full em- 
ployment and scarcities on the one side, and full employment and 
abundance on the other, on both sides this full employment was 
maintained only by ignoring or postponing the problem of payments. 

In the longer run, it was obvious that the postwar reconstruction 
boom would come to an end. This might occur gradually by pro- 
duction catching up with demand or explosively by credit expansion 
getting out of control. However, a third possibility could not be 
lightly dismissed. It was possible that, in order to throttle the credit 
expansion long before production caught up with demand, many 
countries might be driven to increasing regimentation both qf their 
domestic economies and of their external balances. This could hap- 
pen from an extension and consolidation of the emergency expedients 
that were being adopted to cope with the scarcity of dollar exchange. 

The long-run problem of employment necessarily involved a large 
nieasure of rtorganization of existing industries. The former export 
industries of the western European countries left high and dry by 
the collapse of International markets and the war industries that had 
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to be cut to/Jie size of peacetime requirements “presented to plan- 
ning authorities the necessity of direct action to prevent locaMzed un- 
employment. The British case was very clear, detailed survey of 
industrial areas by the Social Reconstruction Survey, instituted by 
Nuffield College at the request of the British government, argued 
that ‘‘planning for full employment and planning for correct location 
of industry necessarily go together; and both depend on key decisions 
in the field of international economic policy as well as on a correct 
dovetailing of the public and private sectors of home policy.” ^ Pop- 
ulation could not be moved en masse and, unless complementary in- 
dustries could be located in what might become depressed areas, there 
was a real danger of substantial local unemployment even when the 
level of demand remained high in the country as a whole. Mone- 
tary manipulation could not be relied upon to shift people from their 
homes to the areas where industry had located itself to meet new 
conditions. Therefore if unemployment was to be avoided, the loca- 
tion of industry had to be fitted into where the people lived. It was 
easier to shift workers from one occupation to another than it was 
to shift families from one region to another. Thus, planning of the 
location of industry involved decisions as to the imports of raw ma- 
terials and the exports of finished manufactures, and hence, a con- 
tinuing control over the external balance of payments. 

In recent economic literature the balance of external payments 
has been discussed mainly as an aspect of national monetary policy. 
It is true that fluctuations in prices, induced largely by instability of 
the monetary standard of value, have been a major cause of the great 
cyclical disturbances that have led to the most severe periods of un- 
employment in recent decades. This fact was well expressed by J. M. 
Keynes when he wrote: ‘‘Unemployment, the precarious life of the 
worker, the disappointment of expectations, the sudden loss of sav- 
ings, the excessive windfalls to the individuals, the speculator, the 
profiteer — all proceed in large measure from the instability of the 
standard of value.” ® 

Thus the balance of payments problems that arose after the sec- 
ond World War in connection with monetary policies designed to 
maintain income and employment called for careful consideration. 

2 CC. M. P. Fogarty, Prospects of the Industrial Areas of Great Britain, London, 1945* 
Introduaion by G. D. H. Cole. p. xxiciii. 

» J. M. Keynes, A Tract on Monetary Hefoirn, lx>ndon, 19315, p. v. 
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The preceding pages have deliberately emphasized the structural dis- 
locatiqps of industry that were responsible for the hard core of un- 
employment in the interwar years. This stubborn maladjustment be- 
tween the supply of labor and its skills, and the demand for them in 
areas and industries built up to supply markets that have disappeared, 
could not be cured by monetary policy alone. People had to be re- 
trained in new skills. If they could not be shifted for family and similar 
reasons to areas of new industrial employment, then the industries 
had to be brought to them. The attempt by credit expansion to main- 
tain a high level of demand, in order to avert the recurrence of un- 
employment in what had formerly been distressed areas, was bound 
to cause bottlenecks and an inflationary spiral of wage and price in- 
creases. 

Because it was politically impossible to allow these areas to become 
economic slums from which at least the young and energetic work- 
ers had fled to seek employment elsewhere, it was necessary to reckon 
upon a continuance of economic planning for their rehabilitation. In 
the meantime, however, the national level of employment as a whole 
was in many countries precariously sustained by expansionist mone- 
tary policies. This was the case after the second World War in most 
of the western European countries. 

It was easy to criticize this tendency to rely upon credit expansion. 
A good case could be made for disinflation and for a considerable re- 
laxation of controls. But it would have been political suicide for any 
government to follow an abrupt policy of decontrol in respect to the 
external balance of payments. Instead most governments had to hus- 
band their limited exchange reserves and allocate them to the most 
essential import needs. The control of external payments was geared 
to domestic policies designed to nurse the level of employment while 
trying, by the direction of public investment, by raw-material and fuel 
allocations, by organizing labor mobility, and by retraining skills, 
to ease population out of and industry into the areas that threatened 
to become depressed. At the same time most governments were ra- 
tioning scarce consumers’ goods, controlling the prices of essential 
materials and consumers’ goods so as to keep down production costs, 
and keeping wage rates from rising. Purchasing power was being 
drained off by high taxation while at the same time it ,was necessary 
to encourage by' all possible means an expansion of production. Much 
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of this increased production had to be diverted into exports so as to 
pay for need^ imports. If the governments Could obtain credit in 
various forms to postpone payment for Imports, they gained a chance 
to carry through their programs of domestic reorganization without 
resorting to unduly drastic restrictions on imports. If it was not pos- 
sible to secure foreign loans or if export receipts should fall as a result 
either of a shrinkage of foreign demand or of production difficulties 
at home, the authorities would be forced to clamp very severe re- 
strictions on imports. 

As long as such national plans were operative, it was essential that 
the reorganization of domestic industry should not be hampered by I 
credit restriction. National monetary policies were therefore directed ; 
to maintaining an easy monetary situation. As a sculptor must keep 
his clay moist while he is moulding it into the desired shape, so the 
governments could not afford to have their plans for reconstruction 
hampered by a contraction of credit. If they could keep credit abun- 
dant and cheap without harsh restrictions on imports so much the 
better — always it was the domestic situation which dominated th^ir 
thinking. All over the world the practice of monetary authorities ac- 
cepted the necessity of allowing credit to adjust itself to what weie 
considered to be the needs of national economic planning. \ 

This fact calls for a revolutionary change in the most important o| 
all the assumptions of the classical theory that explained the balancl 
ing of payments between national economies. Instead of the supply/ 
of money adjusting itself iq trading needs as expressed by the pressures^ 
upon balances of payments, it had now come to be managed in each; 
country by reference to the levels of prices and national incomes. 
Autonomous monetary policies were designed to keep national in- 
comes stable at a high level which could permit at least an approxima- 
tion to full employment. The external balance had to be adjusted 
to the level of national income, instead of national income being ad- 
justed to the external balance. 

This meant that the elaborate analysis whereby economists ex- 
plained the price specie-flow theory of the balancing of payments was 
not relevant to modern conditions. That explanation had been simple 
when national monetary systems consisted primarily of gold and silver 
coin or of coin supplemented by paper money against which a propor- 
tionate specie reserve was maintained. It became more complicated 
when the great bulk of commercial transactions was settled by credit 
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instruments so that the flexible relationship between j^ld reserves, 
paper iponey, and the credit structure introduced subtleties into the 
effect of specie flows upon pfices. In that process, as long as the ex- 
change rates were fixed by definition pf the national currency units 
in terms of gold, the free exchange markets were the instrument by 
which national prices and production were continuously adjusted to 
the levels which enabled payments to be cleared. 

The exchange rates are still fixed, though not in terms of gold. 
The markets are no longer free. The national levels of prices and pro- 
duction are maintained by credit policies which are governed by 
domestic rather than international considerations. If gold flows in as 
it did to the United States after the second World War, it has only 
a limited and mainly psychological effect on the volume of commer- 
cial credit. If gold flows out as it did from Britain and most other 
countries, this has no effect on the volume of credit in Britain or on 
the issue of bank notes needed for cash and till-money. 

The balancing of payments is not brought about indirectly by 
adjusting the volume of credit and rates of interest in such a way as 
to cause a contraction or expansion of prices and production and 
thereby of exports and imports. Nor are temporary strains on the bal- 
ance covered by higher rates of interest attracting short-term funds 
to the center which momentarily has difficulties in balancing its ac- 
counts. The whole price specie-flow mechanism is discarded in prac- 
tice, at least temporarily. New methods of a more direct character 
are in use. The external balance is now like the bed of Procrustes to 
which travelers were fitted. Its size and shape are determined by na- 
tional policy, and such external transactions as are permitted must 
be adjusted to it. 


A VARIETY OF MIXED ECONOMIES 
The economic and monetary structure of the trading world was 
never as uniform as the textbooks assume. However before the first 
World War, there was much more uniformity than there is now. Then 
there was a prevailing faith in competition as the regulating princi- 
ple of eccmomic activity. While this faith vrna not always clearly dis- 
tinguished fiom mere opposition to government interference wit^ 
private enterprise, it constituted a creed by conformity to which ortho- 
doxy might be measured. Like all faiths, it was a source both of energy 
and of resignation. It was the mainspring of the vigorous but ruthless 
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enterprise of the American frontier and of die London money market, 
of the great waves of migration that peopled the temperate ZQnes of 
both hemispheres, and of the outflow of European capital and organiz- 
ing skills that brought the outlying markets of Africa and Asia within 
the orbit of world trade. At the same time it served as the true opiate 
from on high that enabled the weaker competitor to accept his suffer- 
ings meekly. 

For perhaps a decade in the third quarter of the nineteenth century 
it had looked as if the free-trade movement might spread until* the 
whole trading world became linked in specialized interdependence. 
To the free trader the political concept of nationalism seemed an en- { 
tirely laudable aspiration toward cultural and political unity, which 
bore little if any relation to economic development. He believed that 
national independence had little to do with the competitive processes 
by which businessmen would organize specialized production and 
commerce in a world of autonomous but interdependent states. This 
dream of universal competition faded in the late sixties when Bis- 
marck’s three sharp strokes created the German empire under Prus- 
sian leadership. This disturbed the balance of power in Europe and 
set free the fears, the suspicions, and the prejudices always latent in 
nationalism. A new era of national rivalries began almost before the 
free-trade initiative was well under way. 

Inevitably these aggravated nationalisms blundered at last into the 
first World War. In the dislocation of economic relationships that en- 
sued, a new dissident creed achieved expression. The leaders of the 
Allied powers hailed the Kerensky revolution in March, 1917, as a 
long-overdue extension of democratic principles. But the old Russia 
was too far decayed for any effective patching. In November, 1917, 
the mild reformists were pushed to one side by the disciplined and 
doctrinaire majority group of the Social Democratic party (the Bolshe- 
viks) who held ruthlessly to revolutionary objectives and refused to 
compromise their principles. After many vicissitudes, the Bolsheviks 
beat back spasmodic counterrevolutions and Allied interventions, and 
succeeded in organizing a new and powerful state upon anticapitalist 
principles. 

. The emergence of the U.S.S.R. and its rise to power introduced a 
new element into international economic relations. The preceding 
nationalisms had accepted the competitive principle while controlling 
and modifying it. The U.S.S.R. rejected it. just as it rejected the pri- 




THE TRADING WORLD, 1946 

The area of each country is shown proportionately to its share of total world trade in 1946. 

Source: Calculated from data in International Monetary Fund. International Financial Statistics, Washinjtton. November 1948, pp. 18-19. 
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vate ownership of the means of production and other fundamental 
principles of capitalist society. A planned industrial development was 
projected. This necessarily entailed cl&se regulation of all external 
economic transactions. New devices of state trading were invented. 
Former debt obligations were repudiated, foreign enterprise was ex- 
pelled, domestic monetary policy was divorced from the balance of 
payments, and international trade was reduced to the vanishing point. 
Thus was the Russian economy taken out of the world trading system. 

In the military operations of the second World War, central and 
eastern Europe was allocated to th'e U.S.S.R. while the Allied elforj. 
was thrown against Germany on the western front, Italy in the Medi- 
terranean, and Japan. After the war, the Soviet theater of militarf: 
operations became the Soviet zone of occupation. Within that zone 
there arose intense pressure to create governments on the Soviet model.' 
The three Baltic republics carved out of Tsarist Russia after the 
first World War were reincorporated into the U.S.S.R. Strategic ter- 
ritories were annexed from Finland, which must now conform in 
large measure to Soviet, policy. New Soviet republics, whose inde- 
pendence in foreign policy is nominal, were created, mainly out of 
Polish territory in Byelorussia and the Ukraine. A substantial part 
of eastern Germany and some Polish territory, as well as a slice ot 
Czechoslovakia lying northeast of the Carpathians, was added to the 
U.S.S.R. Poland was compensated by an extension of its boundaries 
on the west, and Germans were expelled from this area. In the Russian- 
occupied zone of eastern Germany, where lay 'the industrially de- 
veloped areas based on the Silesian coal fields, there was every pos- 
sibility of a separate government of the Soviet type. Albania, Bulgaria, 
Hungary, Romania, and Yugoslavia were in process of being soviet- 
ized. Czechoslovakia, mindful of its betrayal at Munich, had gone 
a long way toward throwing in its lot with the Slavic bloc, so that an 
internal coup by the Communist party in March, 1948, was all that 
was necessary to create a Czech-Soviet republic. The independence 
of Austria had been guaranteed at Teheran, and as long as the occu- 
pation forces of tire four Allied powers remained, a democratic gov- 
ernment on the Western model could function though its powers were 
limited. It had not yet been possible for the powers to agree on the 
principles of a peace treaty, and the fate pf Austria remained in the 
balance. 

The countries included in this Soviet zone of influence have not in 



THE ASSUMPTIONS OF A MODERN THEORY 709 

the past been of major significance in world trade. Including the 
U.S.S.9^., they accounted in 1938 for but 5 per cent hi the total of 
world trade, and their percentage has undoubtedly decreased since 
the war. But the ifnportance of this /one should not be underesti- 
mated. It constituted a large area with heavy trends of population 
increase, and with the only considerable European deposits of im- 
portant minerals. For the most part its former trade had been cen- 
tered on Germany and was with the industrial countries of western 
Europe. These central and eastern European countries had had little 
trade with the U.S.S.R. before the war and their commerce with the 
United States had been limited. To divert their trading connections 
from Germany to the U.S.S.R. required a tour de force of administra- 
tive regulation. However, it was doubtful whether the U.S.S.R. could 
act as the organizing center of this new trade group, and there was a 
clear tendency toward a limited resumption of the former trade be- 
tween eastern and western Europe. If this tendency is thwarted by 
political direction it will be at the cost of greatly diminished trade 
and lowered living levels for both eastern and western Europeans.** 
The immediate effect of its enforced withdrawal from world trade 
was to complicate the provisioning of its former markets. New trade 
and payment circuits had to be built up by which food and raw 
materials in greater volume could flow from the United States, Latin 
America, and the British Dominions to the industrial countries of 
western Europe. 

It was possible also that Soviet expansion had not yet reached its 
limits. Within Europe in the years following the second World War 
there was heavy pressure, exercised directly and through local Com- 
munist parties, upon Greece, Italy, France, and Turkey, but this 

4 The Seventeenth Annual Report of the Bank for International Settlements, Basle, 
June 1947, Ch. IV, brought together the fragmentary material available concerning the 
trade of these countries in 1946. l^ter material is contained in Economic Commission 
for Europe, A Survey of the Economic Situation and Prospects of Europe, Geneva, March. 
1948. The League of Nations’ The Network of World Trade showed that in 1938 the 
exports and imports of the U.S.S.R. to and from these countries was negligidlle. Trade 
with the United States was greater but still small. The overwhelming bulk of the trade 
was with other European < 011 n tries. 

It was too early in the fall of 1949 to predict the future development of trade in this 
«area; but there was every indication of the most strenuous effort l^ing made to reorient 
trade of the whole region toward the U.S.S.R. The population of the U.S.S.R. and its 
eastern European satellites is now slightly greater than that of the 270 million in the 
sixteen European states which lie outside the Soviet zone. This discrepancy is bound to 
grow because the age grouping and present birth rates make inevitable a much more 
rapid population 'increase in eastern than in western Europe. 
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pressure was countered by economic aid from the United States. Across 
the Near East*from Turkey to Iran, the U.S.S.R. had become a power- 
ful neighbor of weak but richly endowed small states. The struggle 
for oil was complicated by the conflict between Jews and Arabs which 
inflamed nationalist feelings in the Moslem world from north Africa 
through Arabia to Pakistan. Communist parties were active in the 
independence movements throughout Asia. The Soviet zone of in- 
fluence .extended from Mongolia, Manchuria and northern Korea 
deeply into China. In October, 1949, the U.S.S.R. recognized the 
newly formed communist government of China, .«ven before it had 
occupied the whole territory. It would require a greater effort than thd 
U.S.S.R. could easily organize to develop all the opportunities offeredl 
in these varied situations. But compact and disciplined minorities had 1 
a chance after the war to make headway against weak ruling groups. \ 

As soon as the war ended in Europe, a network of bilateral trade 
agreements had been negotiated among the European countries. In 
addition to the agreements centered on Moscow, there were three 
main foci in this network — Sweden, Switzerland, and Britain. All 
three had made it clear that their interim bilateral agreements were 
intended to be stopgap expedients pending the negotiation of a multi- 
lateral agreement for the reduction of tariff and other barriers. 

The reconstruction of multilateral trade had been one of the major 
objectives of the foreign economic policy of the United States. With 
this end in view it had initiated the first international consultations at 
London in late 1946, and these were continued in a preparatory con- 
ference at Geneva. At Havana, the United Nations Conference on 
Trade and Employment had finally drafted the charter of the Inter- 
national Trade Organization. In order to gain the assent of the fifty- 
three signatory nations, the charter had had to be elaborated in even 
greater detail than in its original form, with numerous exceptions to 
practically all the major agreements of principle. This process of 
elaboration which had begun in the earlier London and Geneva con- 
sultations became even more pronounced at Havana. The reason 
was conflicts of attitude toward such questions as full employment 
and economic development. These conflicts were rooted in the great 
diversities of economic structure and of political objectives in the 
economic sphere. The negotiators for the United States had been 
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able to resist the inclusion of any proposals binding its signatories to 
take cqpcCTted action of a planning character. This nlgotiating suc- 
cess had its price, which was the elaboration of escape clauses to enable 
other countries to ihaintain their full^remployment policies, if need 
be by suspending their obligations to fdllow nondiscriminatory poli- 
cies of multilateral trade. 

Attention has already been drawn to tlie development of national 
economic planning in Britain and France. It should be recognized 
that the experience of these countries after the war was part of a trend 
that seemed likely to create a series of mixed economies whose eco- 
nomic structure would be located at various stages of government 
intervention between the completely planned economy of the U.S.S.R. 
and the almost completely private enterprise economy of the United 
States. It was difficult to draw any very clear line between state interven- 
tion designed to insure full employment, and that for national eco- 
nomic development. The Argentine five-year plan, for example, was 
described as one for economic development and industrial expansion 
and the Mexican six-year plan as one for industrialization and agricul- 
tural expansion. There was an ambitious plan on paper in China and 
there has been much discussion in India of the so-called Bombay Plan 
advanced by a group of Indian industrialists. In New Zealand a com- 
prehensive plan had been outlined, covering all public and private 
construction activities and their co-ordination with national develop- 
ment and full-employment policies. The co-ordination was to be 
achieved through a Ministry of Works whose functions were projected 
along the lines of the National Investment Board proposed by Sir 
William Beveridge in his British study. Full Employment in a Free 
Society. It was evident that national economic planning was being 
focused on planned investment and that planned investment would 
entail continued control and regulation of the external balances of 
payment. 

It would be premature to attempt an appraisal of all the many 
national plans. Most of them remained aspirations or by-products of 
emergency reconstruction activities, rather than rationally formulated 
long-range plans being worked out through appropriate mechanisms 
of government. There was more muddle than planning, more patch- 
ing than reconstruction. It was necessary, however, to accept the fact 
that few countries would accept the assumption implicit in the pro- 
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posals for the cKpansion of world trade and employment that were 
originally ad^nced by the United States. This assumption ,is that 
the removal of trade barriers would enable private competitive en- 
terprise to restore prcxluctivity all over the wdrld and that such 
restoration of productivity would not only be stable, but consistent 
with national prosperity and welfare in all countries. 

The prevalence of all this politically motivated planning called for 
emphasis of the truth embodied in the United States' proposals, the 
fundamental importance of which was being underrated. Only in a 
world of expanding production and trade would national planning 
programs be likely to result in enhanced prosperity and individual! 
welfare. Yet few governments felt able to risk giving up the safe-^ 
guards upon which they had relied to protect their national econo- 1 
mies from being plunged into deflation and unemployment by strains - 
on the balance of payments. Few of the governments whose economies 
had remained underdeveloped were convinced that they could afford 
to allow the creation of transport and power systems, the construc- 
tion of factories, and the improvement of agriculture to develop as 
a by-product of the competitive search for profits. Faith in the self- 
corrective automatism of the competitive system was at a low ebb. 
Governments which abdicated the responsibility for maintaining 
prosperity and advancing the development of natural resources were 
not likely to continue long in office. 

It is significant that the crucial issue which arose at Havana in the 
negotiation of the charter of the International Trade Organization 
was the demand that countries pursuing policies of economic develop- 
ment should be free to use import quotas as well as tariffs, to pro- 
tect their infant industries. Such a proposal had struck at the heart 
of the American plan. It could be argued that in the right hands a 
discriminatory trade policy, moderately and skillfully pursued, would 
result in less damage to world trade in a crisis than a doctrinaire ad- 
herence to a policy of nondiscrimination. But this argument was valid 
only on the assumption that an effective multilateral system for the 
clearing of payments could not be created, and that if created, it 
could not be reinforced by an adequate international reserve of liquid 
means of payment. The argument also assumed that those who dis- 
criminated would be both wise and skillful, and that they would 
be able to discriminate without provoking reprisals. 

What was important in all these international negotiations was the 
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implicit reservation of the right and duty of national ^vernments to 
intervene in the competitive trading process. It became clear that a 
multilateral trading system ftiust now accept this reservation. Action 
could be taken by national governmejats in many fields — by altering 
the exchange parity of the national currency, by imposing restrictions 
on capital movements, by discriminatory restrictions of imports from 
a country whose currency is scarce in world markets (most obviously 
from the United States), by bilateral agreements of a preferential char- 
acter in regard to tariff duties, by import quotas or exchange alloca- 
tions, or by bilateral purchasing agreements. 

It had also become evident that there would be attempts to stabilize 
by bilateral agreement some pan of the trade of many countries. In 
addition to the British preferential tariffs and marketing agreements, 
account must be taken of such experiments as the bilateral barter 
provisions in the Swedish trade agreement with the U.S.S.R., signed 
on October 7, 1946. While those negotiations were in progress, the 
United States expressed its concern both to Sweden and to the 
U.S.S.R. that this bilateral deal would conflict with the nondiscrim- 
inatory provisions of the proposed trade charter. Subsequently ques- 
tions were raised concerning somewhat similar proposals projected 
in negotiations between Britain and both Canada and Argentina. De- 
spite these protests, it seemed very likely that there would be sub- 
stantial elements of planned bilateral trade within the framework 
of any multilateral trading system that might be developed. In 1948 
it was estimated that 57 per cent of the total of British imports con- 
sisted of government pairchases, largely through bilateral purchase 
agreements. 

Quite apart from the existence of complete state trading monopolies 
in the U.S.S.R. and the satellite states of central and eastern Europe, 
the policies of partial economic planning pursued over a large part 
of the rest of the trading world presented great obstacles to the crea- 
tion of a competitive multilateral trading system. The proponents 
of national economic planning projected a regional area of planned 
multilateral trade as a possible alternative to the world-wide multi- 
lateral trading system proposed by the United States. The difficulties 
involved in such an alternative would be almost as great as those in 
negotiating a world-wide system of multilateral trade. If such a world 
system cannot be created, the prospect would seem to be a widespread 
extension of bilateralism, within which rather narrow regional groups 
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might develop triangular clearing arrangements, rather than a sterling 
area system of ^multilateral trade. This prospect was all the morp likely 
since the resources for the economic devdopment of industrially back- 
ward areas were not available in any quantity except from the United 
States. 

The best chance to restore a world trading system to include the 
bulk of the world outside the Soviet zone was to implement the nego- 
tiations for a multilateral trading system based upon the United 
States’ principle of nondiscrimination. In the difficult circumstances 
of the postwar world such a system might need to incorporate larg^ 
elements of planned trade which are of the nature of bilateral barter! 
It would probably need also to provide for numerous exceptions td 
the rules of nondiscrimination whenever agreement to such excep-i 
tions was authorized by the International Trade Organization. 

The alternative was an extensive complex of bilateral agreements, 
coupled with triangular clearings among limited regional groups, 
rather than a wide area of multilateralism based on sterling or any 
other currency alternative to the dollar. In any case, the disturbed 
political and economic circumstances of many developing countries 
made necessary emergency arrangements for such trade as could be 
carried on, while a wide and perhaps widening area on the boundaries 
of the U.S.S.R. was subjected to state trading monopolies. Thus it was 
not a simple or homogeneous free-enterprise world in which trade 
had to be reorganized. Rather it was a collection of independent 
nation-states pursuing a wide variety of national economic policies 
in which private enterprise and national planning were mixed in 
different combinations. 
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THE BALANCING OF 
PAYMENTS 


THE MONETARY MECHANISM 

After the second World War the balancing of international pay- 
ments had departed very far from the methods of the international 
gold standard. Under that standard, national currencies had been 
maintained at fixed parities within the limits of the gold points. 
Pressures were exerted upon national incomes and commodity price 
levels, primarily through manipulation of short-term interest rates. 
The prices of internationally traded commodities were competitive. 
Through them and through the effect of imports and exports upon 
national incomes, the whole structure of prices in one country was 
kept in flexible alignment with the price structures of other countries. 

This balancing was continuous and involved the whole trading 
process. It could not be traced in the annual statistics which recorded 
the movements of goods and services. Nor was there any distinction 
between inert and balancing items in the transactions thatjcrossed 
national boundaries. The quantities of goods and services exchanged, 
their prices, the transfers of credit on long and short term, interest 
rates, security transactions, and, within the limits of the gold points, 
the prices (exchange rates) of the currencies themselves were in con- 
stant flux. To an increasing extent the clearing and balancing of 
payments between countries approximated to the credit adjustments 
that went on ‘within each country. The loss of gold from monetary 

7>5 
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reserves would bring about a contraction of credit and thus cause a 
fall in prices ah'd in national income. Actual gold shipments werd used 
only as the last resort in a persistent disequilibrium. For slight and 
temporary adjustments of a country’s balance of payments short- 
term credit movements were sufficient to fill the need for means of 
international payment. They would be attracted by a rise in interest 
rates in the country that found it necessary to reduce prices and in- 
comes. And thus in the longer run, payments on account of external 
transactions would be brought into equilibrium by increasing exports 
and reducing imports.^ 

It has been shown that this method of multilateral clearing ajid 
balancing of payments did not survive the first World War. The at- 
tempt to restore the international gold standard was not successful, 
because the flexibility of prices and interest rates and the relatively 
free movement c^f goods and services essential to its operation coul^ 
not be restored. For a few years, the restored gold standard functioned 
with some difliculty. Britain was still the center of the world trading 
system, and London tried to regain its position as the leading money 
market. The drying up of the credit flow from the United States to 
Europe brought this experiment to an end. The financial panic that 
began in Vienna in May, 1931, and forced sterling off gold in Sep^ 
tember of that year, paralyzed the clearing of international payments. 
The total value of international trade in 1933 fell to one-third of 
the levels of 1929. New devices, primarily of bilateral clearing, had 
to be organized. 7 here has never since been any possibility of restoring 
the nineteenth-century system of world-wide multilateral clearing and 
balancing of payments. 

In the years that intervened between the great depression and the 
second World War a great confusion ()f practical expedients was de- 
vised for the balancing of payments between national monetary sys- 
tems. These caused very important changes in the practice and to 
son\e extent in the governing legislation of credit institutions. With 
the further developments during and since the war, national mone* 
tary systems are now very different from those which functioned under 
the international gold standard. It is too soon to attempt a compre- 
hensive survey of the many changes in the legal position and practice 
of central and commercial banks, in. the methods by which foreign 
1 Cf. Chapter Xll, *‘Thc Internaiionai Gold Standard.” 
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trade is financed and payments cleared, and in government controls 
over domestic credit policies and external payments. •All these are 
still in rapid evolution. UntiFthe first postwar crises are past arid the 
relation of national Institutions and pplicies to the new international 
institutions and treaty agreements has Ibeen tested, the best that can 
be done is to draw attention to some of the outstanding trends of de- 
velopment that seem likely to persist in the future. 

To a considerable extent the great commercial banks have taken 
over the functions of the independent specialized operators who con- 
stituted the competitive markets in foreign exchange, bullion transac- 
tions, discounts, acceptances, and different forms of arbitrage. There 
is a connection between the increasing power of these great banks, 
and the government regulation limiting the transactions that formerly 
nourished these speculative markets. As these corporations swallowed 
up the bread and butter operations of the independent competitive 
brokers, government intervention became more necessary, because 
the brokers, deprived of their routine business, engaged more heavily 
in speculation, and more possible because these regulatory functions 
of the money market became easier to control when they were con- 
centrated in a few powerful institutions. As these functions were con- 
centrated in banks they were subordinated to national credit pdlicy 
in general instead of working against its trend. 

It is not easy to find a halfway house between free competition and 
complete state regulation. At present many of the financial transac- 
tions by which specialists in the money market used to correct dispari- 
ties of demand and supply are either illegal or contrary to the policies 
of treasuries and central banks. This is the case particularly in regard 
to the capital transfers and arbitrage operations that used to restore 
equilibrium in interest rates and price levels. In recent years such 
operations have largely been used as a means of evading the restric- 
tions on capital flight, or as a medium of speculative attacks on weak 
currencies. Bullion and forward exchange operations fall into the 
same category. Deprived of the legitimate operations that formerly 
gave them their livelihood, the specialist dealers found outlets during 
the 1930’$ for their working capital in such fields as speculation against 
weak currencies, outguessing the policies of exchange stabilization 
funds, operating on the minor exchange rates that were out of line 
writh the pegging of exchange rates on the principal currencies, and 
finding loopholes in the exchange regulations as a means of getting 
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funds out of countries threatened by exchange depreciation. In 1936 
J. M. Keynes pointed out that the energies and inside knowledge of 
professional Stock Exchange investors l&nd speculators had been di- 
verted largely to attempts to outguess the general public in regard to 
its probable views as to the trend of security values. Other sections of 
the money market suffered the same kind of deterioration. 

Many of the currency depreciations of the 1930’s ought never to 
have occurred. Any sign of weakness in a currency, as for example a 
political crisis in France, was the signal for a concerted attack upon 
it by professional speculators. By what in effect was large-scale gaip- 
bling on the chance that, the franc would depreciate, it was forced 
to depreciate. Such destructive operations cost the speculators little, 
as compared with the gains to be made if the speculation was succes^ 
ful. They could put up relatively small amounts on margin to start 
a selling trend that would quickly be reinforced by a nervous public.' 
The future value of the franc was thus forced down in the market by 
large forward or short sales. Nervous holders of francs sought refuge 
by buying international securities or by transferring their funds 
abroad. French exporters kept their receipts abroad in expectation of a 
depreciation of the franc. French importers were forced to sell francs 
to get foreign currencies and to hedge their prospective requirements 
of those currencies. The crisis would deepen in France as capital flight 
drained away exchange reserves until the pressure to depreciate be- 
came irresistible. After depreciation by buying francs at the new low 
rate the speculators could close out their transactions at a handsome 
profit. In Amsterdam, Zurich, Brussels, New York, and Paris, as well 
as London, these speculative transactions became destructive of inter- 
national equilibrium. 

Any consideration of the balancing process as it operated just be- 
fore the second World War must start by recognizing that the special- 
ized markets of which the money markets were formerly composed 
had lost their main purpose. In so far as they still operated in the 
balancing of payments, they were often at cross-purposes with the 
policies pursued by national agencies. Meantime the absorption of 
the international payments transactions by banks and government 
agencies had put these payments on a more routine basis. There was 
less flexibility in rates, margins were not calculated as finely, and the 
stream of payments moved more sluggishly. The concern of the bank- 
ing institutions was the domestic market. Inevitably their conduct of 
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international finance became subordinated to national credit policies. 
The r^ult was the concentration of exchange transactions in state- 
controlled central banks, fof which the commercial banks became 
merely the agents ih dealing with the 4>ublic. There was no longer 
an exchange market — ^no chaffering of competitive buyers and sellers. 
Gold and foreign exchange receipts were handed over to the central 
bank and rationed according to priorities determined, not by demand 
and supply, but by official decision. The official rates did not reflect 
market situations. Therefore they did not fluctuate. The stages 
through which this development passed varied from country to coun- 
try. Attention may be drawn to some of the experiments which illus- 
trate the interference with market forces in an effort to insulate 
national economies from strains on the external balance of payments. 
Those strains which arose from the violent fluctuations of income and 
employment during the great depression, and from the national meas- 
ures adopted to offset them, were aggravated by three developments. 

The first was the burden of external debt payments. These in- 
cluded long-term public debt, long-, medium- and short-term private 
debt, and even the short-term interbanking obligations, formerly of 
unquestioned liquidity. By means of moratoria and the blocking ol 
external payments, relief — in some cases amounting to repudiation — 
from payments due on account of past obligations was sought. As 
clearing and payment agreements were negotiated, current trade 
took priority over past debts. While a creditor country which was also 
a great importer, could scjinetimes insist upon a proportion of export 
receipts being set aside to redeem debt, there was resistance on the 
part of the debtor country since it wished to use them to buy needed 
imports. There was a scaling down of the obligations, the market value 
of which had fallen heavily as soon as payment restrictions were in- 
troduced. Many countries used exchange control to negotiate a re- 
duction of their international obligations. The freezing of the short- 
term accommodation that had been extended by foreign to Gjerman 
banks in the financial crisis of 1930-31, struck a mortal blow at the 
use of short-term credit transfers in the balancing process. 

The second aggravation came from the international communica- 
tion of frequent and violent price fluctuations — the attempt to re- 
coup national income losses by increasing exports at lower prices. 
This took the form mainly of exchange depreciation in one country 
after another. One of the time-honored ways by which a country could 
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attempt to redress its balance of payments was by devaluing its cur- 
rency or by allowing the exchange value of its currency to depr^iate 
without official devaluation. By this mbans exports were stimulated 
and imports checked. When Britain suspended cdnvertibility in 1931, 
a great many countries followed suit. All the British Dominions and 
colonies (except South Africa and Canada) kept their currencies 
pegged on sterling, and many other countries for which Britain was a 
dominant market did so in fact if not in theory. Australia devalued 
its currency 20 per cent below sterling parity and a few months later 
New Zealand was forced to follow suit. Within a few days Denmark, 
and the other countries for which the British butter market was im- 
portant, matched the New Zealand depreciation. By this time sterling 
had depreciated by 40 per cent from its former gold parity. Thus th^ 
New Zealand depreciation was nearly 50 per cent. The price of butter 
as measured in the currencies of countries which retained their former 
gold parity, was cut practically in half by this change in currency 
values. Hence a country like Switzerland was forced either to match 
the depreciation or to protect its price structure by excluding the 
imports of commodities supplied by the countries that had depre- 
ciated their currencies. All this led to a rapid extension of import pro- 
hibition and quota systems in an effort to divorce the domestic price 
structures from the effects of international price fluctuations. 

The third aggravation of strain on the balances of payments has 
already been stressed in connection with the evolution of monetary 
theories. A great mass of short-term funds held in cash or readily 
realizable securities was liable to be moved rapidly, in search of se- 
curity rather than profit, from one center to another. This was the 
most destructive of all the uncertainties of the interwar period. These 
idle funds could not be tempted into productive long-term invest- 
ments. Attempts to use them as the reserves upon which currency 
systems were expanded, partly in order to make long-term foreign 
investQients for reconstruction, exposed those systems to the risk 
that in a sudden crisis such reserves would be pulled from under 
the expanded superstructure of credit. This is what actually happened 
to one country after another in the panic months of 1931. ^ 

For a time after the depreciation of sterling there was mucl^ dis- 
cussion in economic circles of the possibility of taking the strains 
upon the balance of payments by allowing exchange rates to fluctuate 
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freely. Flexible exchange rates were advocated by many economists 
and soipe experiments were made in this direction. An Exchange rate 
is a ratio. It is the price of on^currency expressed in terms of another. 
If a national currerfcy is to find the teyel which will equilibrate its 
balance of payments, it must have a fulcrum. This could happen when 
one country found the strain on its balances so great that it departed 
from the international gold standard and allowed the exchange value 
of its currency to fluctuate till it could be re-stabilized at a lower level. 
This was easy when the other currencies, particularly sterling, con- 
tinued to maintain the former gold parity. When sterling carried 
most other currencies with it in the depreciation of 1931, the adjust- 
ment was sought by leverage upon the United States dollar and the 
currencies of the European gold bloc (France, Belgium. Netherlands, 
Switzerland, Poland, and Italy). The depreciation of sterling then 
placed British (and otlier) exporters at an advantage in neutral mar- 
kets compared with American exporters. A British car costing £300, 
which competed on fairly equal terms in a L.atin- American country 
with an American automobile costing $1,500 as long as the exchange 
rate was $4,8665 to the pound sterling, gained a great competitive 
advantage as the rate fell toward and even below $4.00 to the pound. 
Aicstralian wheat and Egyptian cotton could undersell American 
wheat and cotton in world markets. Obviously the downward drift 
of sterling and its associated currencies was damaging to exports from 
the United States and it was stopped by the sudden devaluation of the 
dollar in April, 1933. 

Tliere was a clear recognition of the interdependence of currencies 
within large areas of close trading relationships. The British Domin- 
ions and colonies had followed sterling, except South Africa, which 
tried unsuccessfully to maintain its former gold parity, and Canada, 
which was caught between the British and United States policies. 
Most of the Scandinavian and Latin-American countries also pegged 
their currencies on sterling, even while some of them proclairped, as 
Sweden did, their independence of action. In 1935 Belgium broke 
away from its European neighbors in the gold bloc and aligned its 
currency with sterling. In September, 1936, the Tripartite Declaration 
by which the United States, Britain, and France proclaimed their in- 
tention to maintain the exchange stability of their currencies, follow- 
ing an adjustment of the franc exchange rate, gave France and the 
other gold bloc countries the opportunity to do likewise. 
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One important result of the widespread currency depreciation in 
the 1930's wak to give a lift to the gold-producing countries.^ As one 
country after another devalued its curt-ency, the price of gold went 
up. After January 1, 1934, the official price settled at $35 an ounce, 
as compared with $20.67 before the dollar depreciated in April, 1933. 
The United States Treasury continued to buy all the gold offered 
to it. Naturally this encouraged gold mining. Most of the world's gold 
was mined outside the United States, in large part in the British Em- 
pire. The dollar value of the gold sold by British Empire countries 
to the United States rose from $1 18 million in 1929 to $2,616 million 
in 1939. This latter hgure was greater than the total world productic^n 
of new gold in 1939, indicating that reserves were drawn upon. TlW 
shipment to the United States of such large quantities of gold was a 
considerable help in balancing the international accounts. 

These currency experiences demonstrated the narrowness of the^ 
limits within which the smaller trading countries were able to follow 
national policies which aimed at stabilizing their price levels and 
national incomes while allowing their exchange rates to fluctuate. 
Their economies are so interwoven with the economies of their prin- 
cipal foreign markets that stability in space is more important to them 
than stability in time. The influence of depression or prosperity in 
tliese foreign markets reaches them through so many channels di- 
rectly affecting income, prices, and employment in their own econo- 
mies that it cannot be circumvented merely by using flexible exchange 
rates as a shock absorber. There is more general recognition now that 
flexibly fluctuating exchange rates are impracticable. Occasional 
adjustment of an exchange rate which is out of equilibrium may be 
necessary. It is regarded as a surgical operation to be undertaken only 
in a grave emergency and after serious consultations as to its national 
and international repercussions. 

In this period many countries experimented with exchange stabili- 
zation^or equalization funds designed to give national monetary au- 
thorities means to meet sudden strains upon their balances of pay- 
ments and thus prevent them from causing violent fluctuations in the 
national economies. There was nothing especially novel in these funds 
except that they recognized and separated the external use of currency 
reserves as distinct from their internal use as backing for the credit 
superstructure. Increasingly, credit policy in the great trading coun- 
tries had been governed by domestic developments. An outflow of 
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gold had not been allowed to restrict credit within a country. An in- 
flow of^gold, particularly when it was associated with •flight capital^ 
was regarded as a temporary acquisition. It was often segregated and 
sterilized. Many European central banlts kept secret reserves against a 
sudden emergency. In other countries gold was held by commercial 
banks or other institutions apart from the currency reserves. There 
was a good deal of private hoarding. 

After 1914 gold flows had ceased in large measure to play the role 
attributed to them in the classic version of the price specie-flow theory. 
The volume of credit was no longer proportioned to the size of the 
metallic reserves upon which the currency systems were based. It 
responded to the ebb and flow of production and trade within the 
country. That ebb and flow continued to be influenced by interna- 
tional pressures, but these were exerted directly through many chan- 
nels, such as the volume of trade and commodity prices rather than 
through the monetary system. Frequent references to the balances 
subject to sudden withdrawal in a crisis indicated that there was 
hesitancy even in allowing short-term credit flows to affect the credit 
structure. 

The segregation of a special fund for coping with sudden strains on 
the balance of payments was a development of orthodox central bank- 
ing practice. The limits of its usefulness soon became evident. After 
the depreciation of sterling, the British Exchange Equalization Ac- 
count was set up in expectation of a return flow of foreign funds. The 
only action that was necessary was to give the Treasury power to create 
sterling by issuing bills to a total of £150 million. This sterling was 
used to buy the foreign funds that began to flow back to London and 
to set them aside as a reserve of exchange assets. During 1932, a sub- 
stantial reserve was accumulated and the exchange value of sterling 
was prevented from rising by the Exchange Equalization Account 
purchasing all offerings of foreign exchange with the newly created 
sterling. 

In other countries such expedients did not fare as well. The special 
accounts could intercept and segregate an inflow of foreign funds. In 
the case of an outflow they merely acted as a pipe line from the cur- 
rency reserves. When in 1934 the United States set up a Stabilization 
Fund from the profits of its devaluation, the mere fact of its existence 
made a currency war with Britain always possible. While the United 
States authorities acred with restraint, the mere existence of the Sta- 
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bilization Fund was sufficient to check the depreciation of sterling. 
Now it is generally realized that competitive exchange depreciation, 
supported by what in effect are special ‘funds for currency warfare, is 
an impossible policy for smaller countries and a'tostly and futile one 
for larger countries. While there is need for a reserve of liquid assets 
to be drawn upon to meet sudden strains on national balances of 
payments, this is best met by an international institution. The Inter* 
national Monetary Fund was created largely to set up a pool of cur- 
rencies for this purpose. 

It is significant that central banks have come increasingly under the 
influence and even the direct control of national governments.' In 
the nineteenth century the state-owned central bank was an exception 
to the general rule of private ownership. F.ven during the interwar 
years authoritative opinion insisted that private ownership was neces- 
sary to enable a central bank to withstand governmental pressured. 
This cause has been lost. Of the 53 central, banks operating in inde- 
pendent countries after the second World War, 32 were wholly and 8 
partially state-owned. Most of the others were owned by public bodies 
other than the state, or were in process of being nationalized. All sucli 
banks created since 1937 were state-owned. The mere fact that the 
number of central banks has greatly increased since the first World 
War is indicative of the spread of nationalism in the field of monetary 
policy. The newly independent countries felt they must equip them- 
selves with banks. While the attempt between the wars to give these 
newly created institutions some measure of independence reflected 
the distrust of governments prevalent after the postwar inflations, in- 
evitably there had to be a close contact maintained between them and 
government treasuries. The pseudo-automatic principles of the inter- 
national gold standard no longer prevailed and national monetary 
policies had to be managed with one eye on swollen national debts and 
the other on the external balance of payments. No government could 
allow«a policy to be followed which increased its budgetary burden or 
threatened to start a deflationary cycle. In the statutes of all the new 
or newly nationalized central banks there was explicit recognition 
that the government had overriding authority. Care might be taken 
to prevent interference with detailed management and to preserve 
the bank's right to be heard, but there remained no doubt of the 
government’s right to direct the bank’s policy. 
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The functions of most central banks are not confined today to the art 
of cei\j:ral banking as it was expounded in the textbo^s and actually 
practiced in the latter nineteenth century. This is evidenced’ by the 
illuminating statefhent made by the Director-General of the Bank • 
of Mexico in August, 1946, in welcoming the delegates to the first 
meeting of central bank technicians from the countries of the Ameri- 
can continent. Senor Villasenor referred to a modem central bank 
as being partly a central bank, partly a national bank, partly an instru- 
ment of industrial development, and partly a lender of last resort, and 
pointed out that it is a political as well as a technical organ serving 
the public interest. Thus central banks have become the institutions 
through which governments pursue positive monetary policies de- 
signed to achieve national objectives. 

In most countries fiscal policy has become more imporunt than 
monetary policy in maintaining the levels of national income and 
employment and thereby affecting the external balances of payment. 
Government expenditures, in many countries accounting for 20 per 
cent to 30 per cent or more of the gross national product, constitute 
a major influence in the total volume of spending — more direct than 
any central bank can exercise. No central bank, whether nationalized 
or not, is able to carry out a monetary policy contrary to the fiscal 
policy of the government. The monetary influence of a central bank 
is exercised largely through the advice it gives the government in 
regard to taxes, debt management, and current expenditures. Its 
central banking functions must conform with government policies. 
The most important operating functions of a central bank today are 
research and persuasion. 

These changes in monetary mechanisms here briefly summarized 
are still in process of evolution. It is improbable that the different 
institutions of the money markets have settled down into their perma- 
nent relationship. The trend has run strongly toward the functioning 
of central banks under the aegis and in co-operation with national 
governments. There may be further important developments. In 
i^ustralia and New Zealand which first broke from the interwar pat- 
tern of independent, privately owned, central banks, the first steps 
have been taken toward nationalization of the commercial banks. The 
Bank of New Zealand in which the government has had a controlling 
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interest since 1893 has been nationalized. In Australia the Common- 
wealth govemtnent proposed in 1948 to nationalize all the commer- 
cial banks. 

The virtual disappearance of the specialized dealers in the money 
markets, and these increased activities of central banks under govern- 
ment direction, underline the necessity to alter the major assumption 
of the classical theory of the balancing of payments — that monetary 
policy is responsive to the external balance of payments. Monetary 
policy is now responsive to national needs as interpreted by govern- 
ment officials. Among those needs the balancing of external payments 
remains important, but it is no longer the dominant consideration to 
which all other aspects of monetary policy must be adjusted. And 
thus it follows that the balancing of payments no longer takes place 
by flexi|)le adjustments of national incomes and price structures 
pivoted on fixed exchange rates. \ 

THE ECONOMICS OF INSULATION 

To understand how payments are now cleared and balanced be- 
tween national economies it is necessary to probe beneath the forms 
and practices by which they are made. The procedures developed in 
the nineteenth century still carry the bulk of private international 
trade and financial transactions. If there is an account to be paid in 
another country the simplest way to pay it is still to buy a draft from 
your local bank. The bank has correspondents and maintains balances 
in foreign countries. The le^al instruments and forms of payments 
remain much as they were developed under the international gold 
standard. 

It is worth while to emphasize these facts. A great fund of experience 
and a venerable body of precedents, established in legal and commer- 
cial usage, are embodied in this mechanism. There is a solid founda- 
tion upon which a new system of multilateral trade and clearings 
could be built. Those who spend their time and energy in thinking 
up new ways to meet old needs often underestimate the recuperative 
strength and economic validity of established institutions and prac- 
tices. Before concluding too hastily that it is now necessary to abandon 
the methods evolved out of the practical experience of traders oVer 
the centuries, it is well to remember that the new methods of bilateral 
clearing have not yet been tested. 

Much trade now proc:eeds as a result of government barter trans- 
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actions. In addition national governments intervene by such methods 
asexf^rt and import controls, price subsidies, and excflange control to 
regulate the balancing process. Payments between some countries are 
cleared by bilateml arrangements between the governments con- 
cerned. Jurists have tried to graft these new practices on to well-tested 
legal ideas, but the rules of law so developed cannot be either as cer- 
tain or as equitable as the older rules that were taken over from mer- 
cantile practice.* This type of clearing does not have a long history. 
It has never covered more than a fraction of world trade. There has 
not been enough experience yet to devise assured legal procedures 
and precedents. Still less has there been time to reveal the secondary 
economic consequences of channeling trade through bilateral ac- 
counts. Professor Gottfried Haberler has rightly pointed out that the 
government officials who introduced and administered exchange con- 
trol and bilateral clearing arrangements were not conversant with the 
theory of the balancing of payments. They devised means to deal with 
some immediately urgent aspects of the balancing process. It was later 
found that their actions had far-reaching economic repercussions, so 
that "they had to discover step by step through bitter experience the 
principles of international trade — a wearisome process very costly to 
the economic system.” * 

It is with the economic rather than with the legal or bookkeeping 
aspects of the balancing process that we are concerned. An attempt 
must be made to answer the questions which the classical economists 
answered in their time by the price specie-flow theory. How are pay- 
ments made between national monetary systems? How are they offset 
and cleared? What corrective measures are taken when inward and 
outward payments fail to balance? What effects do these corrective 

2 The most thorough suitly of the legal aspects of exchange control and clearing is that 
of Rafael Lemkin, La h^f{l(^tnentation deb Paiements Internationaux, Paris, 1939, which, 
unfortunately, has never )>een translated into English. As an example of the grafting of 
new practices on to older legal rules, cf. Poiil Nyboe Andersen, Bilateral Exchatfge Clear- 
ing Policy, Copenhagen, Institute of Economics and History, 1946, pp. 100-1: “Originally 
the clearing system represented a retaliatory exchange blocking on the part of creditor 
countries against countries of Eastern and .South Eastern Europe, and later on against 
Germany, too. Tfiis historical backgioiind probably explains the apparent inclination of 
jurisprudence to reganl the clearing procedure as a special method of blocking the out- 
standing debts of a foreign country in favour of domestic creditors." 

aCf. G. Hal>erler, The Theory of International Trade, New York, 1937, pp. 8c^i, and 
J. B. Condliffc, The Reconstruction of World Tiade^ New York, 1940. pp. *77-80. 

^ See Chapter \\\, "The Classical Theory of Intcniational Trade." 
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measures have upon domestic economic conditions? Supplementllry 
cjuestions must^>e asked also regarding the part played by the precious 
metals in the balancing process. i. 

In the United States there are still few restrictions on foreign pay- 
ments. If one wishes to send payment abroad for a gift or a purchase 
there is usually no difficulty in doing so. A draft can be bought which 
^vill be honored in the receiving country. If a draft drawn in dollars 
is received in the United States from abroad the recipient can deposit 
it for his use in any way he likes. If the draft is drawn in foreign cur- 
rency he can sell it to his bank for dollars. Neither he nor the bank 
has to report the transaction to the United States Treasury or surren- 
der the foreign currency. There is no exchange control except foir 
limited and specific purposes. \ 

Elsewhere the situation is different. Elaborate sets of regulations^ 
govern the receipt and dispatch of foreign payments. These fre-\ 
quently changing regulations are intended to cover all possible trans- 
actions so as to prevent evasion. Visitors must declare all moneys 
of any kind in their possession as they enter and leave a country. This 
declaration is used as a check upon the amounts they take out when 
they leave. This is because the authorities are interested in prevent- 
ing the national currency being sold abroad cheaply as a means of 
capital flight and with respect to other currencies because visitors 
must be prevented from taking more foreign exchange out of the 
country than they bring in. The larger payments made as a result of 
commercial transactions are subjected to more elaborate regulation. 
Such payments made either in his own or a foreign currency to the 
credit of a national must be reported. The foreign exchange involved 
must f>e surrendered to the monetary authorities. 

Thus dollars paid for a draft or other credit instrument used to pur- 
chase French merchandise will end up in the possession of the Bank of 
France. If the American purchaser sends a check in dollars, the French 
exf>orter will sell it to his bank for francs, and the bank will in turn 
sell it to the Bank of France. It is illegal to hold such a draft for private 
purposes. If the draft is in francs, the transaction must be reported so 
that the Bank of France may check to see that the American bank has 
paid the equivalent dollars to its credit. A French importer, on the 
other hand, cannot obtain dollars except for specified purposes. While 
theoretically he may order goods from the United States, if he sends a 
draft in francs his supplier cannot change that draft into dollars ex- 
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cept at the Bank of France, and the importer cannot get a dollar draft 
excepjt for purchases permitted by that Bank. Receipts in foreign ex- 
change must be surrendered to the central bank, and no payment in- 
volving foreign e^&hange may be me^ without its permission. Tlie * 
central banks are the agents of their governments. The increasing im- 
portance of their role in administering exchange control was one 
reason why it became necessary to nationalize them. All payments 
outside the national economy are subject to detailed control. 

The essential step in establishing exchange control is to centralize 
the market for foreign exchange. Individuals may still deal with their 
banks, but the banks become government agents in so far as they deal 
in foreign exchange. Neither the individual nor the bank can shop 
around in an effort to buy foreign currencies cheaply or to sell them at 
a profit. The rate is fixed and invariable. Banks may buy as much 
foreign currency as is offered to them at this rate, but they must sur- 
render all of it to the government. If they withhold it for sale at a price 
in local currency above the fixed rate to persons who hoard it or at- 
tempt to use it as a means of sending their funds out of the country, 
they do so illegally. No one may sell any foreign exchange except to 
the government, or with its permission. If foreign currency is needed 
for payments abroad, it will be furnished by the central bank only 
upon evidence that the purpose for which it is needed comes within 
the government regulations. In practically all cases which involve 
more than minimum amounts, decision must be taken by the central 
bank itself. This is a common and vexatious cause of delay. Even 
^vhere, as in Canada, the commercial banks are allowed to provide 
foreign exchange for permitted imports, any transactions of a capital 
account nature require specific approval. 

It is important to make a distinction between exchange Control as 
exercised by a government which deals with the public through 
familiar market channels and the bilateral clearing systems in which 
the market mechanism is eliminated altogether. In the iQgo’s the 
number of countries that exercised exchange control grew very 
rapidly. Since the second World War, it has become all but universal 
outside the United Sutes, Switzerland, Cuba and some other Latin- 
American countries. Before the war there were in existence also a 
large number of bilateral clearing agreements. The interest taken in 
these methods of bilateral clearing tended to exaggerate their quan- 
titative importance. At their peak just before the war they did not 
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account for more than about 12 per cent of the total value of worlds 
trade. 

The essential characteristic of recent clbaring procedures lies in the 
fact that they involve joint agreement between governments and are 
therefore bilateral by their nature.® The distinction between exchange 
control and bilateral clearing is that exchange control need not destroy 
the market mechanism for mutilateral clearings. Under bilateral clear- 
ing arrangements the market is broken up. International payments 
may be made through banks or directly by the clearing office. But the 
transactions between the two countries involved have no direct link 
with the transactions which either of these countries conducts witn 
other countries. Bilateralism is simply another name for discrimina\ 
tion. Bilateral clearing is inevitably discriminatory. It is true tha^ 
control over the exchange market always tends to be discriminatory; 
but it is at least conceivable that governments may exercise that con- 
trol without being driven to bilateral clearing agreements, and there- 
fore without destroying the possibilities of multilateral clearing. This 
possibility should be cherished as long as there is any hope of avoiding 
the fragmentation of the market that comes from bilateral clearing. 

The multilateral clearing and balancing of payments under the 
international gold standard was pivoted on exchange rates that were 
fixed on the gold parities within the limits of the gold points. Now- 
adays the balancing of payments is pivoted on exchange rates that do 
not have even this degree of flexibility. Under the gold standard, any 
temporary disequilibrium in the balance of payments of a country 
was multilateral. That is to say, it arose from the international eco- 
nomic position of that country vis-a-vis the rest of the trading world. 
There was no bilateral disequilibrium. 

If France was short of dollars she could buy them in London or 
Zurich with Swiss francs or sterling. If she was short of foreign ex- 
change, it was an all-round shortage, not in respect to one currency, and 
therefore the disequilibrium to be remedied was in her balance of 
payments as a whole. If slight, this could be eased temporarily by bor- 

< Cf. Poul Nyix>e Andersen, op. cit., p. loo: **A centralized market of foreign exchange 
is a comer stone of exchange controls generally. The clearing mechanism, however, takes 
a further step by abolishing altogether the exchange market, i.e. the possibilities oLbuy*. 
ing and selling exchange, and centralizing the payments themselves. The difference is, 
however, one of technique rather than of policy. What characterizes clearing rates policy 
as compared with non-clearing exchange ]:^licy, is not the centralization of clearing pay- 
ments. but the facts that the clearing system is bilateral and has l^een established by 
joint agreement." * 
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rowing on short term. In order to attract funds the short-term rates of 
interest would be raised. This would have the effect of crimping mar- 
ginal credit transactions wiftiin France, so as to induce some fall in 
prices. This fall, refnforcing the restrWtion of national income caused 
by out-payments having been greater than in-payments, ^vould in turn 
m^ke France a good country to buy in and a disappointing market to 
sell to. The total value of in payments would then rise and out-pay- 
ments would fall, so that equilibrium would be restored. Security 
transactions would also play a role. Frenchmen pinched by the higlier 
interest rates would be inclined to sell international securities and 
foreign investors would pick them up at a slightly reduced price. 

Thus in all its ramifications, this balancing process assumed that, 
when the obligations of its citizens to make foreign payments outran 
receipts, a country would accept the necessity of lower prices and 
profits, some unemployment and lower wage rates. Membership in 
the gold standard club implied acceptance of the rules. The most 
fundamental rule of all was acceptance by each country of the auto- 
matic monetary adjustments called for by fluctuations in its balance 
of payments. 

Long before 1914 it was evident that this necessity for adjustment to 
international pressures imposed limits on the conduct of national 
monetary policies aiming at domestic price stability. The art of central 
banking was developed to soften the harsh consequences upon a na- 
tional economy of allowing the price specie-flow method of adjustment 
to operate crudely. It provided a cushion of credit expansion which 
would counteract to some extent the restrictive policies necessary to 
bring the balance of payments into equilibrium again once it had 
been disturbed. Such credit expansion gave time for price adjustments 
to be carried through without starting a secondary spiral of deflation. 
The main instrument of adjustment was the discount rate, which 
influenced the whole structure of short-term interest rates. A rise in 
this rate w'ould make credit dearer and so check credit expansion 
throughout the national monetary system. However the higher rate 
would also attract foreign funds and thus offset in some measure the 
deflationary influence of the higher interest rates. In the highly de- 
veloped money markets of northwestern Europe before 1914 these 
flows of short-term banking credits played a most important part in 
the balancing of payments, just as they do within the United States 
today. It is a 'mistake to exaggerate their geographical extent. Most 
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of the countries engaged in world trade adjusted their balances by 
more direct methods.® The highly sophisticated art of central banking 
was confined to the very few money markets existent in creditor coun- 
tries blessed with funds seeking temporary investment — such markets 
as London, Zurich, Amsterdam, Brussels, Paris, and to a less degree 
Berlin. 

Even before the second World War began, the subtleties of credit 
flows between highly developed money markets had become of little 
relevance to the study of the balancing of payments. There was tighi 
control of the foreign exchange markets, expressly designed to pre- 
vent such credit flotvs. During the 1 930’s they had ceased to be a means 
of correcting temporary disequilibria by attracting short-term funds 
to markets where a higher rate of interest could be secured, and haa 
become a means of exporting capital from such markets and therefore , 
of intensifying the disequilibrium. The same statement was true of 
forward exchange operations, which might have served as a useful 
means of correcting disequilibria and of giving some assurance of 
stable exchange rates to traders without pegging the rates to some ab- 
solute parity. 

Monetary systems have now been divorced from their metallic 
bases. As long as the balance of payments of the gold-producing coun- 
tries with the United States remains in deficit, and the United States 
is willing to buy all gold offered to it at the fixed price of $35 an ounce, 
the new gold mined will find its way to the United States. The small 
amounts which are bought in the Near East and Far East for hoarding 
at prices above those offered by central banks have little influence on 
the balancing process. The actual shipment of gold has little more 
effect on the balances of payment than an equal value of whisky or of 
woolen goods shipped. It does not bring about a reduction in paper 
money or in the credit structure of the exporting country, nor does 
it necessarily cause an increased circulation of paper money or an 
expansion of credit in the receiving country. 

When gold is received in the United States, it is sold to the Treasury. 
This results in an equivalent increase of bank deposits. This can 
lead to an increase of member bank reserves with the Federal Reserve 
Banks. Unless offset this may lead to some secondary credit expansion; 
but such effects are small compared with changes in the money supply 
arising from other sources. Monetary authorities accumulate and hold 

• Cf . above, pp. sgi&-4oo. 
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gold when they can because it is the only commodity for which there is 
an unlijnited market at a fixed price. Whenever centfal banks sell 
gold it is to meet a deficit in their national balances of payments.’ The 
rest of the world sells gold to the United States because there is no 
other way in which desired imports can be paid for. Conversely when 
the United States receives gold it is in payment of an export surplus 
which has inflationary effects on the American economy. 

How then are international payments now balanced? Balancing of 
payments takes place by rationing imports. This rationing is a com- 
bination of government purchasing, import licensing, and exchange 
control. The exchange rates are pegged at arbitrary levels. The paper 
money circulation is a function of the credit made available in each 
country, and this is now largely independent of any changes in the 
metallic reserves. Prices in each country are governed by national in- 
fluences and diverge quite sharply from the movements of prices in 
other countries, often by multiples rather than fractions. Each na- 
tional price system is insulated from every other. National markets 
are cut off from influences originating abroad. No longer are there any 
world markets for commodities. When individuals, corporations, or 
government agencies seek to export, they must make deals with those 
importers who are able to secure from their governments import 
licenses and foreign exchange permits. The officials who decide what 
can be imported do so by allocating the available foreign exchange 
among the purposes which have priority according to a more or less 
clearly formulated national economic plan. 

Such rationing of foreign exchange has had the inevitable effect 
of further widening the disparities of prices in different national 
markets. It creates the peculiar situation that national price levels lose 
any very clear relation to the exchange rates or to price levels in other 
countries. This can be seen by comparing cost-of-living index numbers 
with the exchange rates now operative. In 1947 the Polish zloty was 
maintained for trade purposes at an external value in dollar and 
cents more than four times the value at which it would have stood if 
the cost of living in Poland had been compared with the cost of living 
in the United States. On the contrary, the dollar rate for sterling was 
only three-fourths of what would be indicated by a cost-of-living com- 
parison. It took approximately five dollars and a half to buy in the 
United States the cost-of-living items th^t could have been bought in 
Britain for a pound sterling while the exchange rate was maintained 
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at four dollars to the pound. If the comparison was made with whole- 
sale prices rather than with the cost of living, the results would have 
been* strikingly different in many cases?^ 

In most cases where the cost-of living parity waft below the exchange 
level, the cause was to be found in effective administration of price 
controls. Where, for example in Britain, the cost-of-living parity was 
lower than the wholesale-price parity, the cause was subsidies to keep 
down the cost of living. If the exchange market had been freed of gov- 
ernmental controls, the strong British demand for imports and her 
weakened capacity to export would have led to a scramble for dollars. 
This would have forced up the sterling price for dollars. Thus (im- 
porters would have had to pay more pounds to get dollars with which 
to buy goods from the United States. If this had been allowed to hip- 
pen the value of sterling in dollars would have fallen very fast and 
very far. Gold would have been drained out of the reserves of the 
Bank of England. Speculative sales of sterling would hasten this 
process. 

In Britain imported goods would have become more expensive in 
sterling while British exports were cheap in dollars. Exports would 
have drained goods out of Britain. The result would have been an 
irresistible pressure on the British price levels. Sharp increases in 
prices would have made it impossible to maintain price control and 
rationing. In such cases there is always a lag in the purchasing power 
of wages and a still greater lag in the purchasing power of fixed-income 
groups. If the inflation did not escape from control, a new equilibrium 
might eventually have been reached at much higher British price 
levels, with sterling worth much less in dollars, with reduced imports 
and increased exports, and with the burden of fixed debt reduced in 
terms of purchasing power. In terms of community groups this would 
mean the impoverishment of the owners of monetary claims upon 
current production while speculative traders, manufacturers, and real 
property owners were enriched. After this equilibrium had been pain- 
fully reached such inward and outward payments as remained would 
again balance and the price levels would be in equilibrium with the 
exchange rate. All this assuming that the sacrifices imf)osed in the 
adjustment process had not led to reinstatement of exchange and 
price controls, or to a political revolution. 

7 ‘'Exchange Rates and the International Monetary Fund," in Postwar Economic Stud' 
Us, No. 7, September 1947, Federal Reserve Board, Washington, D.C., 1947, pp. aS-a7. 
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The answers to the classical questions may now be briefly sum- 
marize4« The great bulk of international payments arelnade by vari- 
ous forms of draft or letter df credit. The forms and procedures by 
which payments werft made across national boundaries, when the inter- 
national gold standard was operating and long before that, are still 
in use. Obviously this was not wholly true of the export surplus of 
the United States which in the immediate postwar years was financed 
by loans and gifts, public and private. But the United States govern- 
ment was careful to use the channels of private trade as far as was 
practicable so that the larger proportion of payments across national 
boundaries was still using the time-honored instruments of the bank- 
ing mechanism. There was a small but growing segment of trade in 
which payments were made directly by official clearing agencies. 

The offsetting and balancing of these payments had raised new 
problems. The value of national currencies was no longer fixed within 
the gold points by the demand for and supply of the instruments of 
exchange. It was fixed and maintained rigidly at an arbitrary level. 
Therefore a balance had to be struck by regulating the transactions 
which give rise to international payments. No country could unilat- 
erally control the demand for its currency which arises primarily from 
the desire of foreigners to pay for its exports. It could try to stimulate 
these exports by keeping down costs and therefore export prices and 
even by granting direct or indirect export subsidies. On the other 
hand, it could control the demand of its citizens for foreign currencies. 
Therefore exchange control systems operated to prohibit capital flight, 
to postpone or prohibit payment on account of past debt, to regulate 
or prohibit expenditures for foreign travel or payment for foreign 
services, such as shipping and insurance, and above all to limit pay- 
ments for imports to the amount of foreign exchange that was avail- 
able. 

These various kinds of control over foreign payments, especially for 
imports, constituted the principal means by which payments, were 
balanced. The main reliance was necessarily upon direct quantitative 
controls of imports. Domestic taxes which bore heavily upon the con- 
sumption of imported goods and services could be used as supple- 
mentary controls, but primarily the balance of payments was struck 
by issuing exchange peraiits and import licenses only up to the amount 
of foreign exchange that was available from export receipts, loans, or 
the realization of foreign assets. Necessarily this method of balancing 
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tended to become bilateral — permits and licenses would be issued 
more freely *‘for expenditures in countries which bought from the 
controlling country and therefore made their currencies available to 
meet these expenditures. ^ 

If a country was short of foreign exchange, corrective measures took 
the form of shutting down on imports. These corrective measures no 
longer operated directly on prices and indirectly on the quantities of 
im)X)rts. They operated directly on the quantities of imports and in- 
directly on prices. The effects on national price levels had been 
startling. A tariff duty acts on the price of the commodity imported, 
its effect being shifted smooth ly-^back ward to the producer and for- 
ward to the consumer, and over a wide range of auxiliary and com- 
peting products and by-products. On the other hand, a quantitative 
restriction directly limits the supply of the imported product. A tariff 
has to be very severe to produce the restrictive effect of a quota. When 
supply is cut oft, the price of that product in the importing country, if 
left free of control, Avill be determined by the elasticity of domestic 
production and by the elasticity of demand. If demand is inelastic as 
it is for most foods and for many raw materials, the quantity demanded 
being influenced only slightly by a rise in price, there will be a sharp 
rise in price. How sharp depends upon the elasticity of the domestic 
supply.” Inevitably, however, where demand is inelastic, the country 
imposing import restrictions will be tempted and even forced to sub- 
sidize home production in order to increase supplies, while controlling 
prices and rationing supplies. 

Thus a network of government intervention is woven which insu- 
lates the domestic price of the controlled commodity from foreign com- 
petition. This intervention extends to substitute and competing prod- 
ucts, to the materials entering into the production of the controlled 
commodity, and to those commodities into which it enters. Thereby 
the national price structure as a whole is increasingly isolated from 

siiKthc country whose exports of the commodity are restricted by import control, the 
effect upon price will lie determined by the possibilities of finiling altei native markets, 
and of shifting to other forms of production. Generally the efiect is to drive prices 
down heavily, thus accentuating the spread of prices l>ctween the impoiling and the 
exporting countries. There are cases, such as that of the (pioLa imposed by Britain 
upon Danish bacon, where the demand of the importing country is inelastic enough tc 
force prices up to the point where the exporters receive almost as large a total payment for 
a smaller quantity of gcKxIs supplied and are able to devote the prcKluctive capacity thu$ 
released to other goods. In this ca.se the priee of export bacon rose alK>\'c that of domestic 
bacon. The right to ex|)ort (which became known as the pig passport) was a marketable 
property which was liought and sold. 
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die effects of foreign competition. The whole pattern of production 
within a series of closed or partially closed national Economies is 
divorced, from any competitivt tests of efficiency and ceases to reflect 
the comparative advatitage of the country as measured by real costs of 
production. Instead it reflects the pattern of political influence exer- 
cised by organized groups within the particular national communities. 

No national economy can be completely closed except by absolute 
controls enforced by j)olice methods. As long as any importing and 
exporting continues, the balancing of international payments must 
remain a constant preoccupation. This balancing must be achieved 
primarily by controlling imports. It therefore constantly drives the 
national price structures further from international equilibrium. The 
extent to which it did so after 1945 was revealed in the comparisons 
of actual exchange rates and of the rates that would have reflected 
price parities at the level of wholesale prices or of the cost of living. 
Any arbitrary and sudden attempt to correct those disparities would 
have resulted in politically intolerable upheavals of prices, production, 
and employment in every national economy. 

Government intervention in the process of balancing international 
payments had destroyed the international markets that were the great- 
est achievement of the nineteenth-century trading methods. A series 
of imperfectly isolated national economies had been created. The 
balancing of payments between those isolated economies required 
constant regulation, and that regulation increased their isolation. 
Control bred further controls. There was no end to this continuous 
deterioration of world trade based upon a territorial division of labor 
except resolute acceptance of the necessity to move cautiously but 
steadily toward abandonment of import and exchange controls. 

Siich movement toward freer trade would imply acceptance of the 
adjustments of prices, production, and employment thereby induced. 
No responsible economist could advocate that controls be suddenly 
abandoned so as to jilunge every national economy into a chaos of 
readjustment to competitive efficiency. But there was good reason to 
advocate a reversal of the trend toward heaping new controls on to 
the old in order to keep payments balanced. If that reversal could not 
be negotiated, the result was bound to be increasing isolation of the 
national economies and increasing sacrifice of the advantages to be 
derived from international specialization and co-operation by way of 
trade. 
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BILATERAL CLEARING 

Th6 idea of offsetting payments by a bookkeeping process is f amiliar 
enough. An account may be paid by check anywhere within the United 
States. In every town there are regular clearings between banks, and 
out-of-town checks go to regional and national clearings. Every check 
finds its way home to the bank on which it is drawn, interbank and 
interregional transactions being settled by draw'ing checks for the 
difference between the total in- and out-payments. As with so many 
other trading and monetary devices, clearing was first developed /in 
international trade. It was found safer and cheaper to work out a book- 
keeping system of offsetting payments than to settle each transaction 
in coin. The medieval merchants in Europe discovered this fact, as did 
the Shansi merchants in eighteenth-century China. The first organ- 
ized Bankers’ Clearing House developed out of informal meeting^ 
between the collection clerks of London banks, somewhere between 
1750 and 1770. 

While there was never any formal organization of international 
clearings in the sense of a central clearinghouse, before 1914 inter- 
national payments were cleared through the competitive institutions 
of the London money market. The clearing was multilateral, drafts 
and other credit instruments being drawn in different currencies and 
bought and sold freely. The flexibility and smooth operation of this 
multilateral clearing had only a remote connection with shipments 
of specie, even while the international gold standard was functioning. 
It was an integral and essential part of the international marketing 
process. In the latter part of the nineteenth century it was easier to 
make payments anywhere in the world than it has been since 1914. 
It was easier then to judge the credit of traders in remote parts of the 
world. This was not because of any magic in the gold standard. It was 
the result of a highly det'eloped exchange of commercial information 
based upon a large volume of individual trading transactions. 

It is important to make this preliminary point clear because there 
has been a tendency in some quarters to regard the bilateral clearing 
arrangements developed after 1931 as constituting a method of mak- 
ing foreign payments superior to the methods formerly used. Actually 
they are a retrogression in two important respects. They are bilateral 
rather than multilateral and they are segregated from the marketing 
process. A characteristic feature of the clearing arrangements that 
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were developed after the breakdown of the gold standard in 1951 was 
the concentration of payments in a special office. This ^ncentration 
was compulsory. The clearing was bilateral. And it could not func- 
tion as a mechanism for balancing payments except by invoking direct 
methods of import restriction. Some economists have argued that 
clearing couldl be triangCilar or even multilateral, or at least that it 
could function multilaterally through a common clearing center.* 
However experience shows that in so far as clearing becomes multi- 
lateral it must approximate the methods practiced before 1914. On 
the other hand, to achieve the purposes for which it was used in the 
thirties, clearing must be bilateral. There is no experience of multi- 
lateral clearing except the informal competitive clearing of the gold 
standard mechanism. Such multilateral clearing could be organized 
without a return to gold as a standard of value. But even without gold 
this would necessarily entail adaptation of national price and produc- 
tion patterns to the shifting stresses of the international markets as 
reflected in national balances of payments. 

Since 1931 a large number of bilateral clearing agreements have 
been negotiated and a considerable literature has developed around 
them. Attempts have been made to classify the different types of 
clearing agreements, but these classifleations have rested upon formal 
rather than economic distinctions. A distinction can be drawn be- 
tween private barter (compensation) and official clearing. This is 
based upon administrative rather than economic differences. When 
the clearing is confined to transactions arising out of commodity trade, 
the agreements are usually called Clearing Agreements. When pay- 
ments for other than current trading transactions are included, it is 
usual to describe them as Payments or Clearing and Payments Agree- 
ments. A number of special kinds of barter agreements (such as the 
German Aski-mark transactions) were devised in the 1930’s, and many 
such devices were invented after the close of the second World War in 
Europe. The important arrangements to study are the official agree- 
ments negotiated for the clearing of payments on account of bilateral 
trading transactions. If a new method of multilateral clearing cannot 
be created, it is probable that the number and scope of these bilateral 
clearing agreements will increase and that the bulk of international 
payments will come to be cleared through them. 

9 One of the earliest was Edgar Milhaud, TrSve de Vor et clearing international, Paris. 
1955. (Earlier cd. privately printed. February 19,^2.) 
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An analysis of their operation will be clearer in the light of the cir- 
cumstances iA which they were introduced and developed. After Great 
Britain abandoned the gold standard? the Bank for International 
Settlements called a conference at Prague in November, 1931, to dis- 
cuss how central banks could collaborate to combat the spread of 
exchange restrictions. This conference recommended the conclusion 
of “bilateral agreements as to allocation of foreign exchange, pro^ 
vided that such agreements confined the role of central banks to that 
of a clearinghouse, and did not import political aims into the direction 
of trade or interfere with existing commercial treaties.” The first agree- 
ment made as a result of this conference was concluded benveen 
Switzerland and Austria. A proposal had been made by the President 
of the Austrian central bank that clearing balances should be cleared 
multilaterally through the Bank for International Settlements. This 
proposal was modeled on the arrangements embodied in the Treaty 6f 
Versailles for the liquidation of war debts. It was not approved by the 
conference, largely because bilateral clearing was regarded as an 
emergency device to enable trade to be financed until multilateral 
clearing could be reorganized. 

In this first emergency period, it soon became apparent that the 
central bankers were concerned with other matters than restoring cur- 
rent trade. There were arrears of payments on trading account and 
also financial claims. In 1930 there had been a considerable extension 
of short-term banking accommodation to the debtor countries that 
had been hit by the sharp fall in agricultural prices and by the sub- 
sequent banking panic that began in Vienna in May, 1931. As runs 
developed on the banking system of one country after another, it had 
proved impossible for the debtor countries to meet all claims, so that 
much of this short-term banking accommodation had been frozen. 
The debts had not been repudiated. The foreign exchange necessary 
to repay them was not available so that interest and amortization pay- 
men^ts in the national currencies were placed in blocked accounts in 
the national central banks. The first concern of the central bankers 
was to liquidate these blocked accounts. They were under heavy pres- 
sure also from bondholders and other financial creditors of the central 
and eastern European countries to find means whereby the debtor 
countries might resume payments on their long-term debts. Some ol 
the creditor countries imposed unilateral clearing, amounting to a 
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blocking of the payments for imports from the debtor countries in 
order |o satisfy the claims of their creditor groups. ThiA the first clear- 
ing agreements had the liquidation of these debt claims as one of 
their major objectives. ^ ^ 

The ingenuity of Dr. Hjalmar Schacht gave a new turn to clearing 
procedures after the inauguration of the German “New Plan” in 
September, 1934. Most of the literature defending bilateral clearing 
as a device superior to the gold standard is the work of Nazi economists. 
Though clearing agreements were not confined to the German sys- 
tem, arid other economists were misled into a serious examination of 
bilateral clearing as a means of organizing an expanding system of 
regulated trade, the spread of these agreements in Europe during the 
years 1934-39 cannot be understood except as an aspect of economic 
nationalism and economic warfare. Wehrwirtschaft (the economy of 
war preparedness) was the indispensable prelude and preparation for 
Kriegswirtschaft (war economy). A policy of provision as well as strate- 
gic considerations accounted both for the eagerness of German officials 
to secure imports and for their readiness often to accord quite favor- 
able terms to their partners in the clearing a^eements. Influence and 
power as well as imports were among their objectives. It is possible to 
exaggerate both the skill with which the Germans conducted these 
negotiations and their successes. Nonetheless it is obvious that the 
position they secured in many neighboring countries was ominous for 
the future they planned after victory. 

During the war while Germany was dominant on the continent of 
Europe, trade w'as conducted almost entirely by bilateral clearing. As 
the Nazis had planned, Berlin became the center of a war trading 
system. Some attempt was made to arrange for transfers of clearing 
balances as an approach to multilateralism and there were isolated 
cases, for example in Denmark, where imports were obtained from a 
third country against a transfer of marks owing to Denmark on the 
German clearing. The exigencies of war prevented the Germans from 
pushing their bargaining advantage to an extreme or from organizing 
a new system of centralized clearing through Berlin. They were able 
to achieve some of their objectives in regard to the parities of national 
currencies, changing the value of those currencies in terms of marks to 
suit their purposes. However, in wartime these objectives had to be 
subjected both to the inefficiencies and pressures of wartime practice 
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and to the changing needs of the military situation. There is little in 
the German experience that is helpful in the conduct of peaceful 
trading relationships. • 

Since 1931 trade in many European countries and in many of the 
countries with which Europe trades has been regulated by direct 
quantitative controls and by quotas and exchange allocations, rather 
than by tariffs. The payments on international account have been 
centralized and foreign exchange has been allocated for imports to 
the amount and for the purposes decided by officials. There is no 
doubt that these arrangements made possible much trade that might 
not have been possible at all after the former methods of clearinlg 
through London broke down. The officials concerned became skillful 
in the handling of trade by these arbitrary methods. They were able 
with increasing success to overcome the administrative bottlenecks\ 
that were so obvious and so irritating. Some, notably the Czechs, were 
able to limit the extension of bilateral agreements and to maintain a 
considerable measure of free payments. Gradually there emerged a 
group of experts in the handling of regulated trade who met in fre- 
quent conferences during the 1930’s. A new terminology began to 
develop together with what seemed to be agreement on the principles 
of regulated trade. Actually it was agreement on the tactics of regula- 
tion. 

Inevitably regulation led to negotiated bilateral agreements. The 
peak number of such agreements was reached in the fall of 1937. There 
were 151 clearing agreements in operation between 38 different coun- 
tries and 23 payments agreements between 24 countries. This seems 
a large number but one should remember that there were at least 
60 independent countries in the world so that the maximum number 
of possible bilateral agreements was 1,770. The number actually ne- 
gotiated was therefore about 10 per cent of this. While bilateral 
clearing became important in Europe, its importance in the total of 
world trade should not be exaggerated. 

The clearing system so devised operated at first on what has been 
called the waiting principle in regard to the balance of payments. If a 
disequilibrium of payments developed so that the exporters of one 
country found that imports from the other country were inadequate to 
provide funds to meet the payments due, they were forced to wait 
until imports caught up with the situation. A simple illustration was 
provided in the German-Swiss clearing agreement. This provided for 
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imports of coal and manufactured goods to Switzerland against ex- 
poru of tourist services. The German authorities fold to their na- 
fiopals coupons which the latter could present to Swiss hotelkeepers. 
The price of Gerdian coal was comparatively high and not much wasT 
imfKjrted. The Swiss hotelkeepers had claims on the funds in the Swiss 
Clearing Office, but the importers of coal had not paid in enough to 
meet all those claims. Therefore the hotelkeepers had to wait. In the 
meantime the arrangement to sell more coupons was suspended. 
Clearly the balancing of payments depended not only upon the quan- 
tities of goods and services exchanged, but also upon the rate at which 
Swiss francs were converted into marks, and upon the prices of the 
coal and of the hotel accommodation. In practice it was not possible 
to correct a disequilibrium except by direct action to restrict trade. 

It was inevitable that this burden of waiting should be pressed on to 
the central bank of the clearing creditor country. Then emerged what 
has been called the financing principle. The first clearing agreements 
had been forced upon Germany; but the Nazi economists turned them 
into instruments for provisioning the effort at war preparation. For a 
time, the Germans were successful in thrusting the burden of financing 
trade on to their clearing partners. By buying freely on the clearing 
account, they built up substantial clearing debts. As soon as a bilateral 
clearing arrangement was negotiated, the Germans encouraged im- 
ports of goods from the other country that was party to the agreement. 
Soon the exporters in that country would have accumulated a large 
amount of claims on their central bank. But German exports were so 
slow that the importers of German goods in the other clearing country 
did not pay in enough in local currency to meet the claims of their 
fellow citizens who had exported to Germany. Thus there was a deficit 
in the clearing account. The counterpart of this was a surplus of 
blocked marks in Berlin, paid in by German importers over and above 
the claims made on these marks by German exporters. In the deficit 
country the exporters would clamor to be paid in their own currency. 
Ultimately the central bank took over this deficit and paid off the 
exporters. This created new credit to cover the deficit in the clearing 
balance. 

During the war there was again a very large increase in the German 
debts on clearing account. Some of these debts even before the war 
were on account of investment, since the Nazi economists developed 
the fantastic theory that interest payments should precede capital in* 
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vestment and that the debtors should finance the creditor’s invest- 
ntent. Their ai%ument was that Germany would import heavijy and 
so gain a favorable clearing balance. Thisf balance it would use foy in- 
vestment in the countries from which the imports hhd come and which 
in fact owned the balances in tlie clearing accounts. According to the 
Nazi economists, the agricultural countries of central and southeastern 
Europe would thus advance the funds (including prepaid interest) 
which the Germans would use to make investments in their countries! 
This was represented as an advantage to the agricultural countries, 
since it freed them from the necessity of borrowing from Britain arid 
the United States, which were not willing, as Germany was, to buy 
their exports. \ 

The monetary system of a clearing creditor country was obviously 
disturbed. The deficit in the bilateral balance of paymen^ts on a clear-^, 
ing account had to be financed by the central bank creating new credit.^ 
Where this account was important in a country’s trade, as for instance 
in Bulgaria’s account with Germany, the necessity for the Bulgarian 
central bank to finance a large volume of exports to Germany in ad- 
vance of receipts from importers of German goods entailed a con- 
siderable inflation of the Bulgarian currency. This affected the trade 
of the country as a whole, but had only a weak effect in balancing the 
clearing account that was out of equilibrium. In countries such as 
Denmark, where the clearing account represented a less substantial 
part of the total trade, the balancing effect of central bank financing 
(HI the clearing transactions was still weaker. There the central bank 
was driven to uke counteraction to offset the disturbing effect of this 
credit expansion on the national price system and on the trade with 
other countries. The best account of the expedients to which these 
countries were driven, together with a detailed theoretical analysis of 
the effects of the financing principle, has been given by the Danish 
economist. Professor Poul Nyboe Andersen in his study of Bilateral 
Exchange Clearing Policy. The conclusion of his study is that there 
was a general trend in the development of bilaterd clearing toward 
direct operation of the trading transactions by' official agencies. Bi- 
lateral clearing led to bilateral planning, and such planning led to 
detailed control of the quantities, prices, and terms of payment in each 
separate trading transaction. This conclusion has been reached by 
every impartial student of bilateral clearing. 
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The consultative committees that were established between pairs of 
clearing countries to interpret clearing agreement9, therefore, de- 
veloped into actual trading groups. The mere fact that agreements 
were for short periods meant that libgotiations were, virtually con- 
tinuous even where no formal committees were created. The word 
negotiation in many cases was a euphemism. The official negotiations 
over the terms and conditions of trade developed into a continuous 
wrangle. There is no balancing mechanism, no principle of adjust- 
ment or self-corrective tendency in bilateral clearing. On the contrary 
the institution of bilateral clearing inevitably strengthens the neces- 
sity for quantitative intervention, and this must take the form not of 
general principles but of detailed bargains in particular cases. More- 
over such intervention must be discriminatory, since there is no point 
in bilateral clearing except to regulate trade so that payments may be 
balanced between pairs of countries. All the difficulties that arise in the 
trade relations between free and controlled economies are inherent 
in the adoption of bilateral clearing practices, since such practices 
must utilize discriminatory trade regulation as the principal balancing 
mechanism. 

It is not surprising that those who defend bilateral methods display 
irritation with what they describe as the fetish of nondiscrimination, 
while the advocates of multilateral trade are insistent that there can 
be no compromise with the principle of equality of trading oppor- 
tunity. The issue is clear-cut. Attempts by clearing methods to bal- 
ance payments between each pair of clearing countries can be imple- 
mented only by an increasing degree of discriminatory trade regula- 
tion, using such methods as import quotas and exchange allocations. 
.Any attempt to establish multilateral clearings — either by triangular 
arrangements or by facilitating transfers of clearing balances — ^involves 
acceptance of the pricing mechanisms and adaptations of the national 
economies to the competitive tests of efficiency imposed by these 
mechanisnts. The principle of most-favored-nation treatment^ equal- 
ity of trading opportunity, or nondiscrimination, is inherent in multi- 
lateralism. Clearing, as it is proposed by the defenders of regulated 
trade, is therefore the negation of international specialization. The 
choice is between national and international, as well as between po- 
litical and economic, criteria of trading. Bilateralism is necessarily a 
system of discrimination. 
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,,, FIXING THE EXCHANGE RATES 

The rate at which one currency exchanges for anotherr— the ex- 
change rate or the price of one currency in terms of another — is the 
pivot of the balancing process. In any circumstances — whether the ex- 
change market is free or controlled, whether the clearing is multilateral 
or bilateral — this exchange rate is the most important single factor in 
the balancing of international payments. When the pound sterling was 
worth $4.03 the whole scale of British costs and prices translated into 
American money at that rate. When the rate fell to $2.80, the bal- 
ancing of payments presented a very different aspect. All the in- 
ternational economic relations between trading countries come to 
a focus in this ratio. The most difficult decisions which national gov\ 
ernments, in consultation with the International Monetary Fund, will\ 
have to make in the postwar adjustment will be those concerned with \ 
fixing a new workable system of exchange rates. In theory and in prac- 
tice this is the core of international economic relations. 

The articles of agreement of the Fund pledge the member- 
governments to co-operative international monetary |x>licies. A pool 
of currencies has been created upon which members may draw to ease 
temporary strains on their balances of payments. The Fund was not 
designed to cope with the immediate problems of the postwar transi- 
tion period. It was designed as a means of maintaining equilibrium 
once a workable equilibrium had been achieved. Nevertheless it 
provides a forum where national governments may discuss the diffi- 
culties involved in setting up exchange rates that will assist in establish- 
ing such equilibrium. Initially the Fund accepted the exchange rates 
in operation when it began business. It has already been necessary 
to adjust many of these rates. The timing and extent of such adjust- 
ment was the most complicated question faced by national govern- 
ments and by the Fund since its inception. 

This is not simply a monetary question to be solved by correct ma- 
nipulation of the mechanics of the national monetary systems. The 
mechanics are important, but the exchange rate is the symbol and 
summation of the complex realities of a many-sided economic relation- 
ship. No lasting solution of this monetary conundrum is possible with- 
out solving these basic economic questions of which the exchange rate 
is the symbol and summation. When the French monetary authorities 
decide upon a figure at which francs may be changed into dollars, this 
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decision not only involves how many dollars and cents will be given 
for a franc, but also how prices and wages will compafb in France and 
the. United States, what imports' and exports will thereby be made 
possible, and in Irfrge measure what'^p^ttern of production and em-- 
ployment in each country will lie behind these imports and exports. 

If the foreign exchange markets were completely free and competi- 
tive, the various rates at which the different currencies are exchanged 
would fluctuate like any other price, according to the demand for and 
the supply of those currencies. There have been times when economic 
theorists have flirted with the notion of completely flexible exchange 
rates resp>onding in a competitive market to the fluctuating needs of 
foreign trade and investment. In practice the notion of complete flex- 
ibility has never been realistic. There has never been any experience 
in modern times of freely fluctuating exchange rates. There is much 
to be said for a greater degree of flexibility than exists at the present 
time, and it is possible to conceive a wider range of flexibility than 
existed under the international gold standard. A strong case can also 
be made for adjustment of the exchange rate in a crisis, rather than 
its maintenance at the cost of inflicting severe deflation and unem- 
ployment on a national economy. On the other hand, the case for 
stable as against freely fluctuating exchange rates is irresistible not 
only in theory but in practice. 

The co-operative economic activity which in sum constitutes a na- 
tional economy is an organic whole. Like any other organism it can 
survive only if it is stable. There must be balanced relationships be- 
tween its constituent parts, the body economic relying upon automatic 
or semiautomatic corrective adjustments if these relationships are dis- 
turbed. No national economy is an economic island entire of itself. 
We live in a world of states whose national economies act and react 
upon each other, and the external forces which affect each national 
economy are communicated through the balance of payments and the 
exchange rate. Therefore, it is of the utmost importance tliat these 
joints of international economic relationships shall have the same 
kind of flexibility within a narrow range that physiologists emphasize 
as an essential means of preserving organic stability. There is no con- 
tradiction between the objectives of stability and sensitive flexibility 
within a narrow range. Indeed such sensitivity of reaction to external 
pressures is a necessary condition of stability. In this respect a strain 
on the exchange rate may be compared with a rise in body temperature. 
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As long as the international gold standard operated, exchange rates 
were determined within the limits of the gold points, in a highly com- 
petitive, individualistic, excitable and sensitive market. This sensi- 
tivity to shifting external conditions detected threats to the stability 
of a particular national economy and provoked adjust! ve reactions 
within it. The criticisms that have been leveled against this sensitivity 
are misconceived. It was the main service of the market — ^like the horns 
of a snail it telegraphed the dangers ahead of a sluggish organism. 
When the exchange rate is strictly and rigidly controlled there is no 
possibility of such reactions. This is prima-facie reason to doubt that 
exchange control is capable of serving as an efficient means of preseiW- 
ing stable relations between national economies. \ 

The gold standard mechanism for the clearing and balancing or 
international payments — particularly as it functioned when restored^ 
between the wars — operated within limits of sensitivity that w^ere too^ 
narrow. These limits were set by the cost of transferring gold from 
one monetary system to another. External pressure on the balance of 
payments would be met first by changes in the exchange rate within 
the limits of the gold points and this would cause reactions on income 
and prices as well as on short-term interest rates. But the pressures in 
the interwar years were very abrupt and very great. The road was 
rough and the shock absorbers worked stiffly. Whenever the pres- 
sures forced the exchange rates down to the point where gold flowed 
out of the banking reserves, this loss of gold set in motion deflationary 
forces of much wider amplitude than were necessary to correct a pass- 
ing disequilibrium. There was not enough play in the joints. 

If it ever becomes possible to restore a greater measure of free 
multilateral trade, it might be advisable to allow the exchange rates 
to fluctuate within wider limits than those set by the cost of the trans- 
port of gold. This IS not a new idea. It was advanced by Robert Torrens 
after the Napoleonic Wars and by Lord Keynes after the first World 
War. If the exchange rates were free to fluctuate wdthin somewhat 
wider limits, the market would give warning of strains on the bal- 
ances of payments. This ivould set up reactions on national incomes, 
interest rates, and prices that would go some distance toward adjust- 
ing them to the strain. But there are disadvantages in such a proposal. 
If the limits within which an exchange rate is free to fluctuate were 
set too wide, the main advantages of exchange stability would be 
lost. A sudden shift in the rate might then be great enough to elimi- 
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nate the profit on international trading transactions. It would also 
add anjunpredictable clement to the risks of internatioAal investment. 
It would be impossible to set Hmits of ex(j;:hange flexibility wide enough 
to act as an efficienf shock absorber for fhe recurrent pressures upon 
the balances of payments of the raw-material exporting countries and 
yet not so wide as to destroy the advantages of exchange stability. Any 
measure of increased flexibility that still preserved the essential sta- 
bility of the exchanges could cope only with minor disturbances of 
international equilibrium. 

In the postwar transition period, there was little point in trying 
this limited experiment in exchange flexibility. Most currencies were 
overvalued in terms of dollars. If the International Monetary Fund 
were to fix a zone instead of a point of stability, most of these curren- 
cies would drop immediately to the lowest point of the zone. This is 
tantamount to saying that the actual exchange rates were artificially 
sustained and the whole structure of rates was precarious. Yet there 
was no way of testing what might be a workable rate at which pay- 
ments could be balanced without the necessity of restricting imports. 
The only way to determine what rate might work was to test it in 
actual trading. The sooner that could be done, the better. 

Moreover, altogether apart from the disequilibria of the immediate 
postwar period, domestic and external stability must be regarded as 
alternative and often conflicting objectives of policy. Any attempt to 
maintain stable exchange rates as a basis for freer multilateral trade 
calls for the adjustment of the national economies in accordance with 
shifting pressures on their balances of payments. In the short run it is 
not possible both to maintain full employment and to keep the ex- 
change rates stable and free. One or the other, or both, must be 
flexible. The practical problem of monetary statesmanship is to deter- 
mine how much international trade can be developed at what risk 
to domestic stability. Or conversely, it is to decide how much control 
to retain over international trade to prevent unemployment from 
rising to intolerable levels. 

Many economists now believe that the greatest defect of the inter- 
national gold standard was that it communicated depression condi- 
tions from one country to another. They fear that depression will 
recur in the free economy of the United Sutes. If other countries were 
pledged to maintain a free exchange market at stable rates on the" 
dollar, the fear is that this depression communicated through the ex- 
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change rates would wreck the reconstruction of weaker economies. 
The argument that recovery from a depression is similarly commu- 
nicated is regarded as scant consolatidh. If there was a reasonable 
degree of stability in int.ernational trade it could be argued that the 
dissipation of cyclical fluctuations over the whole trading world would 
diminish their intensity. Before 1914, this belief was firmly held. It 
was believed that a poor harvest in one country was corrected by 
heavy yields in another. Overexpansion of credit in one country was 
automatically communicated to all others. The sharp cyclical con- 
tractions of credit necessary to correct periodic overexpansion /were 
spread in the same way. But many modern economists argue that there 
is an inherent tendency to depression — an a priori deflationary bias — 
in the capitalist system. The rhythmic cycle of economic fluctuations 
is beyond the control of any single country. During the interwar pei;iod 
the violence of these cyclical fluctuations was exaggerated by the at- 
tempt of every country to lever itself out of depression by exporting 
more and importing less. It is contended that the credit contractions 
necessary to produce these effects inevitably spread from country tc 
country until depression became world-wide. 

A corollary of this belief is widely held in the agricultural-exporting 
countries. It is that these countries are less able than their highly in- 
dustrialized trading partners to defend their economies against de- 
flationary strains on their balances of payments. . Their national in- 
comes arc greatly influenced by export receipts, which are often de 
rived from a few commodities subject to violent price fluctuations. 
Thereby the ability of their central banks to sustain the national 
economies is narrowly limited. Thus the burden of adjustment tc 
shifting international situations is apt to be thrust on the economies 
least capable of protecting themselves by prompt adaptation. This 
argument is particularly pertinent in a period of violent change. In 
such a period the powerful countries have protected themselves by 
methods which have imposed heavy burdens upon their weaker trad 
ing partners. 

No organism can adapt itself to external variations beyond a certain 
limit of tolerance. The body cannot react successfully to extremes ol 
heat and cold beyond a rather limited range. The co-operative eco 
. tiomic activity of a national economy can adjust itself only within a 
similar limited range. If it is called upon to react to such forces ai 
were unloosed in the depressions of the interwar years the strain ol 
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adaptation is too great and leads to paralysis of vital functions. More- 
over it is nearly always necessary to make a gradual transition from 
one set of conditions to another. It is the necessity of gradual adapta- 
tion that renders invalid the heroic prescriptions of laissez-faire econ- 
omists who would cure the present distortion of exchange rates by an 
abrupt return to a free rharket. 

Comparative stability is an essential condition of organic survival. 
Therefore by a series of approximations, an attempt must be made at 
a gradual adaptation of the exchange rates and of the national eco- 
nomic structures to the new postwar equilibrium of international 
economic relations. What that equilibrium may be it is not yet pos- 
sible to calculate. Theoretical attempts at calculation of an equilib- 
rium exchange rate must take into account too many independent 
and dependent variables which are political as well as economic to 
have any great chance of success. The modern theory of the balancing 
of payments takes into account not only the classical elements — 
interest rates, prices, and costs — but also more subtle considerations ol 
elasticity in the supply and demand for imports and exports, and of 
the multiplier effect on the national income of increases or decreases 
of purchasing power. The theory of the multiplier was worked out by 
economists after the depression period 1929-33, when the problem 
of unemployed resources had been of the greatest importance in many 
countries. 

An injection of purchasing power into the national economy, for 
example by increased government expenditures, is not exhausted by 
the first disbursement. The recipients ol this income will in turn spend 
part of their increased income. 

National income is increased by the receipt of greater payments for 
exports, regardless of whether this is the result of greater demand in 
foreign countries or of greater efficiency in the exporting country. The 
multiplier effect will be induced in some measure by this injection of 
purchasing power and will vary with the degree to which the increased 
income of exporters is saved, spent within the country, or spent on 
increased imports. In calculating the probable effects of a new ex- 

^0 For an account of the multiplier effect, cf. Stephen Enkc and Virgil Salera, Interna’ 
tionai Economics, S'ew York, 1947, Chapter le. In this account, the modem view is 
taken that increased exports represent an injection into, and increased imports a leakage 
from, the national income. For analysis of the various factors that enter into the de- 
termination of the multiplier elfect in international trade, cf. Fritz Machlup. inter- 
nationai Trade and the .\ational Income Multiplier, Philadelphia. 1945. 
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change rate, it is not easy to give any realistic weight to these consid- 
erations. Some broad statements of the elasticity of supply and de- 
mand for imports and exports may be derived from statistical calcu- 
lations of past trade, and these may be helpful in drawing attention 
to some characteristic features of the trade of particular countries. The 
multiplier analysis refines the familiar fact tlia't a comfortable external 
balance generates purchasing power within the country. It does not 
add any essential truth to the theory of the balancing of payments. 

In so dynamic and explosive a situation as the present, qualitative 
economic theory yields guidance for practical policies in the sens^ 
that it may serve to draw attention to factors that are easily overlooked 
in policy decisions, but it does not readily lend itself to practical cal-\ 
culations. The only practical way to approach a stabilization of the\ 
currencies is to test the market by establishing a zone of stability within 
which competitive transactions give some flexibility to the exchange 
rates. 

There has been much discussion in financial and economic journals 
of the criteria by which the national governments associated in the 
International Monetary Fund might establish a system of rates and, 
as occasion demands, adjust the value of a particular currency suffer- 
ing from a fundamental disequilibrium in the balance of payments. 
Too much of this discussion has proceeded purely in monetary terms. 
Economic activity comprehends more than the bookkeeping in which 
the accounts are kept. The credit systems in which economic activity 
proceeds, while themselves a potent cause of economic disorder when 
they are distorted by necessities of state, cannot be fruitfully studied 
apart from the economic activity which they register. Nor can the dis- 
tortions of that activity be remedied by monetary means alone. There 
is fundamental wisdom in the remark attributed to the eighteenth- 
century economist who told the French monarch that he would restore 
order to the public finances and the monetary system if the king would 
adopt sensible economic policies. While the choice of workable ex- 
change rates is a difficult and important decision, the restoration of 
exchange stability depends ultimately upon the domestic and external 
policies followed in the major trading nations. 

There is general agreement among economists that an attempt by 
concerted action must ultimately be made to determine a series of 
excliange rates that will enable international trade to expand and yet 
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not impose on any national economy severe deflationary pressures. In 
practical terms this means an exchange rate that will make possible 
a liberalizing and gradual abolition of exchange controls and quous 
without plunging afty country into such difficulties with its balance 
of payments that it must resort to sharp credit contraction and higher 
interest rates.” If international trade is to be restored on a basis of 
competitive efficiency of production in different areas, there must be 
adaptations of the present jiattern of production and employment in 
every country. These adaptations, however, must be made gradually 
so that they do not lead to secondary spirals of deflation caused by an 
abrupt fall of national incomes. The balance of payments of each 
country must be watched carefully. 

The best way to do this would be to fix a range of stability within 
which the International Monetary Fund would support the exchange 
rate while the exchange and quota restrictions on that country’s im- 
ports were liberalized. If tliere developed a large and {>ersistent deficit 
in the balance of payments causing a country to draw heavily upon the 
Fund, a prima-facie case would thereby be established for adjustment 
of the exchange rate to a lower level. There seems no practical alterna- 
tive to this procedure. Any attempt to fix the exchange rate at a level 
determined by price or cost parities encounters insuperable difficulti^ 
in the present situation when prices are controlled. Nor is it possible, in 
the give and take of a multilateral adjustment, to make precise cal- 
culations of demand and supply elasticities, or multiplier effects. There 
will inevitably be some roughness in the adjustments which each 
country is called upon to make. An ideal solution is impossible after 
such an economic earthquake as the trading world has suffered in 
recent years. 

In practice it will be necessary to concentrate attention upon a few 
key rates. The most important of these is obviously the dollar-sterling 
rate. There are large areas of subility in the currencies that cluster 
around the dollar, and sterling. If a workable ratio could be found 
between these two major trading currencies, the two areas of stability 
could be joined into one. Other currencies need immediate adjust- 
ment. However, there is no set of ratios that will not entail adjust- 
ments of prices, production, and employment in every country. 

If these adjustments are to be carried through swiftly so that multi- 

uCt Arthur 1 . Bloomfield, “Foreign Exchange Rate Theory and Policy/* in $. £. 
Harris (ed.), The New Economics, New York, 1947, p. 505. 
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lateral trade may be restored on a competitive basis, much of this ad- 
justment must fall on the countries which have strong balances of 
payments. If this does not happen, and the burden of adjustn^ent is 
thrown largely on to those countries that have siim margins of inter- 
national means of payments, the relaxation of trade barriers must pro- 
ceed slowly and cautiously. There is no way in which international 
trade may l^e expanded that does not entail considerable adjustments 
to a pattern of specialization which is now very different from that 
which prevailed before the second World War. If full employment is 
interpreted to mean that shifts of production entailing temporary and 
partial unemployment are to be prevented, it will be impossible to 
restore freer trade while maintaining full employment in every\ na- 
tion, or even in every major trading nation. It is perfectly possibl^ to 
apply social-security measures to safeguard displaced workers and^at 
the same time to forestall a secondary spiral of deflation, so that na- 
tional economies do not collapse. Nonetheless shifts of employment 
are inevitable and desirable if economic progress is to be resumed. 

The more quickly production in each country can be adjusted to 
the new patterns of international specialization, the less the costs of 
adjustment w^ill be in the long run. The way to adjust is to allow 
trade to move freely. The way to discover whether the adjustments 
that are called for are likely to be too severe is to create a zone of 
stability within which the exchange rates are left to the play of market 
forces. If this zone is reasonably well chosen the effects of exchange 
fluctuation upon prices and production in the national economies 
concerned will not be beyond their capacity of adjustment. If a per- 
sistent disequilibrium appears in the bahance of payments of any 
economy or if the effort to combat this disequilibrium entails a severe 
degree of unemployment, a case can be made for adjusting the ex- 
change rate. 

Such adjustment must be a matter for consultative and co-operative 
decision in the continuous discussions among members of the Inter- 
national Monetary Fund. In these discussions there is scope for the 
most elaborate and refined statistical calculations of all the elements 
that enter into the balance of [jayments of each country. The inter 
national secretariat of the Fund is capable of analyzing the relation 
ships disclosed by these national statistics. The Fund lias at its disposal 
exch? currencies upon which its members may draw to maintain 

currency parities agreed upon and the drawings will disclose strain 
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upon the balances of payments at these parities. Thus the mechanisms 
are avaUable for testing the workability of the exchange rates as they 
are exposed to the test of freer trade. However no mechanism will 
work unless the national governments are prepared to allow fluctua- 
tions of the exchange rate within a narrow range to cause the shifts 
of prices and productioii that are necessary to adjust to the shifting 
currents of freer international trade. 



CHAPTER XXI 


THE CASE FOR FREER 
TRADE 


THE MODERN CRITERIA OF ECONOMIC POLICY 

The major questions which must be answered in any restatement ol 
the theory of international trade are the familiar three. 

First, in what conditions does trade arise? 

Second, how are the payments between national economies cleared 
and balanced? 

Third, how are the gains from trade divided? 

The answer of the classical economists to the first of these questions 
was their theory of comparative costs or advantages; to the second, 
the price specie-flow theory: and to the third, the theory of reciprocal 
demand. In the conditions they assumed, these concepts supple- 
mented by an explanation of the distribution of precious metals 
formed a complete and logically integrated statement of interna- 
tional trading relations. The neo-classical economists refined this 
doctrine, and it was later developed into the general equilibrium 
theory whereby international trade was again integrated with the 
main stream of economic thought. But the conditions of modern trad- 
ing activity differ from those assumed to exist by the classicists, the 
neo-classicists, and even by the more modern exponents of the general 
equilibrium theory. This difference is no mere matter of the untidi- 
ness of the real world in detail. 

No one can gain insight into the essential relationships of a com- 
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plicated mass of human activities if he attempts to deal simultaneously 
with all the variants of behavior. It is necessary to seek out the uni- 
formities, the pattern that emerges as if from an aerial view in which 
the main ranges stand out while the naitior spurs sink into insignifi- 
cance. The criticism to be made of earlier theories is not of their 
abstractness, but of the pertinence of their basic assumptions in terms 
of modern reality. In a modern treatment of international trade 
emphasis must be laid on three important aspects in which the con- 
tours of international economic relations differ from those assumed 
by earlier economists. The first arises from the significant develop- 
ments in the structure of economic organization resulting from new 
technical processes. The second is constituted by the increasing range 
of government intervention, especially in regard to monetary policy. 
Finally it is necessary to take into account national programs of 
economic development. 

No longer is it realistic to assume that international trade emerges 
as a result of dispersed and competitive marketing processes creating 
a pattern of prices and production beyond tlie control of any of the 
numerous participants in its weaving and reweaving. That assump- 
tion ignores the positive economic policies of national governments 
and the imperfect competition of the great international economic 
enterprises that now dominate important segments of world trade. 
From the viewpoint of economic efficiency as measured by abundance, 
the political intervention of governments is more damaging to in- 
ternational specialization than the imperfect competition of great 
business enterprises. Even before the second World War D. H. 
Robertson had written that “in the economics of war the subtleties 
of comparative advantage become a foolish irrelevance.” ^ This warn- 
ing was abundantly confirmed. It is necessary to add that these sub- 
tleties may be brushed aside as irrelevant in the economics of national 
planning for full employment or economic development. Whether 
they are brushed aside in the economics of war preparedness depends 
upon how useful the subtleties are in the circumstances of particular 
nations. It will be argued later that freer trade is likely to be in the 
power interest of the United States, 

With regard to the technical processes of modern production, 
emphasis has already been laid upon the increasing importance of 

1 Cf. D, H. Rol)ercsoii, "The Future of International Trade/* Ecottomic Journal, Vol. 
\LVIII, No. 1 89.. March 193B. pp. 11-12. 



758 


THE COMMERCE OF NATIONS 


heavy overhead costs in modem large-scale enterprises. These make 
it difficult to determine the costs of individual products. Theoretical 
analysis assumes that such costs are determinable, but the unreality of 
this assumption is not the practical issue. The practical consequence 
of the joint costs in large-scale production is that international com- 
petition becomes less likely in individual products. A great manu- 
facturing corporation is unlikely to invade the territory of another 
with a single commodity. Unless it is prepared to move in with a whole 
range of products over which its research, development, selling and 
advertising costs can be spread, it is likely to forgo passing oppH^rtuni-j 
ties of profit upon particular sales. \ 

There are other consequences of the new technical processes of\ 
production. Professor Robertson also argued that the progress of i 
scientific research and its applications sometimes widens the possi- 
bilities for international trade but at other times narrows them. Much 
of the recent discussion regarding the terms of trade between agri- 
cultural and industrial countries has turned upon varying estimates 
of the extent to which scientific research has increased agricultural 
as compared with industrial productivity. New types of wheat have 
been developed which ripen in the short but hot summers of the 
Canadian and Siberian subarctic plains. Other new types of wheat can 
be grown with scanty rainfall so that the margin of cultivation has 
been pushed further into the semiarid interior plains of Australia. 
In the tropical islands, scientific plant breeding, fertilizing, and con- 
trol of insect and other pests have tended to cheapen the production 
of food and raw materials relatively to that of manufactures. Such 
developments encourage specialization and increase the scope for 
international trade. But the simpler machine processes of manu- 
facturing industry can readily be learned by agricultural peoples and 
many forms — for example of textile production — have been widely 
dispersed since the first World War. In this case the scope for inter- 
national trade is narrowed. Thus it is not easy to give a precise 
answer to the question whether scientific research has on the whole 
increased or decreased the scope for international trade, since the .use 
made of research and inventions depends upon political as well as 
economic circumstances. 

It has sometimes been argued that the increasing importance of 
technical and managerial skills which are readily transferable be- 
tween countries tends to narrow the margins of compiirative advan- 
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tage. If a great part of the production cost consists of overhead — 
research, and development costs that may be incurred with almost 
equal effectiveness in any orre of several countries — a relatively small 
shift in other costs may cause a very considerable shift in production, 
and hence very considerable dislocations of employment. This argu- 
ment has been used in support of the case for conducting trade policy 
so as to maximize stability of employment rather than profits. But it 
depends for its validity upon the assumption that wages and other 
costs of production have developed rigidities that cannot be broken. 
If those costs were flexible, the slight shifts in comparative advantage 
would result in cost adjustments rather than in unemployment. If 
they are inflexible, it does not matter whether overhead costs are 
great or small — the crippling effect on international specialization 
would still follow. 

International trade and the specialization of production upon 
which it depends are now influenced not only by such economic con- 
siderations as the maximizing of profits, but also by considerations of 
economic power. In the modern world there is a conflict of wills, a 
struggle for power between those who control the technical facilities 
for production and those who Insist that decision in regard to recon- 
struction and development policies must remain in the hands of na- 
tional governments. The full impact of modern technical efficiency 
cannot be quickly achieved except by application of the integrated 
resources and skills mobilized by business corp>orations. Until govern- 
ments devise means of mobilizing effective teams of skilled organizers 
and technicians, the initiative that leads to economic progress will 
remain largely in private corporations. More and more international 
trade passes from the hands of specialist traders into those of corpo- 
ration executives or of government officials. 

In the first flush of the postwar years there were numerous oppor- 
tunities for individuals and import-export houses in tlie United States 
to conduct a flourishing export trade. There were great shortages of 
essential commodities and in many countries military expenditures 
had placed dollar exchange in the hands of those who could profit by 
using it to import goods from the United States. But the opportunities 
for private trading specialists lasted only as long as the dollar accumu- 
lations. As early as the fall of 1947 this honeymoon was over and those 
who wished to enter international trade were beginning to find that 
employment openings for tlie future would be mainly in government 



760 


TH£ COMMERCE OF NATIONS 


agencies or in the export departments of great industrial corporations. 
After the devaluations of September, 1949, openings for sms^ll-scale 
trading enterprise were more abundant m organizing a return fl9w of 
imports to the United States. ^ 

It must be remembered that the classical theory of comparative 
costs was an attempt to explain the underlying reasons why individual 
merchants found it profitable to engage in international trade. The 
trade was conducted because individuals found they could profit by 
buying more cheaply and selling to better advantage abroad than at 
home. But an explanation was necessary for the fact that these pri(|e 
disparities existed between countries. It was found in the theory of 
comparative costs. Briefly stated, this theory was that if competitive 
trading was not interfered with by governments, the available labor 
and resources would be applied to producing those goods in which 
each country had the greatest relative advantage. 

The later general equilibrium theory envisaged the possibility that 
labor and capital might be attracted to those localities which offered 
opportunities of profitable employment. In this way the equilibrium 
theory came to approximate a theory of the international location of 
industry. In doing so it abandoned the Ricardian explanation of inter- 
national trade as arising from the comparative (real) costs of particular 
products and retreated to the more general case for international 
specialization as expounded by Adam Smith. Clearly this explanation 
of the international location of industry starts from the assumption 
that producers and traders will be free within broad limits to exercise 
their judgment and initiative. It also assumes that the objective they 
aim at is profit. It is conceivable that a national policy of economic 
planning might be motivated primarily by economic considerations. 
But in practice political rather than economic considerations tend to 
dominate such planning {X)licie$. 

Th^ most obvious case is that of a completely planned economy. 
Within the U.S.S.R. there is no possibility of foreign or of private 
economic enterprise. Nor does the U.S.S.R. allow its citizens to range 
other countries in search of profit opportunities. The industrial struc- 
ture of the U.S.S.R. is not planned by a calculation of its comparative 
advantages in international trade. There are industries in the U.S.S.R., 
including some heavy manufacturing industries, where national pro- 
duction has been organized at high cost when imports could have 
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supplied the materials or manufactured products more cheaply. There 
are other cases where labor and resources have been devoted to pro- 
ducing goods for export (ndtably gold).,without any calculation of 
comparative advant&ge and sometimes under conditions that by capi- 
ulist accounting would have resulted in losses rather than profit. The 
gold-mining industry was expanded because certain imports, such as 
machine equipment, that could not be produced in the U.S.S.R. had 
to be paid for. As far as possible the payments were met from the sales 
of such Russian exports as oil, lumber, and furs that could be pro- 
duced advantageously in the U.S.S.R. and met a ready market abroad. 
These did not suffice, and it was necessary to export gold since it was 
not needed as backing for Soviet currency. It was mined to provide a 
reserve of foreign purchasing power. 

The planning of industrial development within the closed national 
economy of the U.S.S.R. has not been based upon calculations of com- 
parative advanuge in international trade. Individual profit is out- 
lawed. Such trade as the state monopoly conducts undoubtedly drives 
as hard a bargain as can be made. The acquisition of equipment upon 
which industrial development can be based is sometimes necessary. 
But the motivation of such imports, and of the exports necessary to 
pay for them, lias been provided by such ulterior objectives as 
strengthening the defensive power of the state, facilitating a planned 
program in which the training of technicians is an important ele- 
ment, and broadening the bases of industrial and agricultural pro- 
ductivity. Exports are kept to the minimum necessary to pay for im- 
ports as determined by the planning program. While import orders 
have often been placed where they might be construed as a means of 
cementing improved political relations, there is no evidence that such 
considerations have been allowed to interfere with the execution of 
the national plan for industrialization. Nor is there any convincing 
evidence that exports have been used for political purposes. 

These facts are consistent with what can be gleaned from study of 
the location of industry within the U.S.S.R. New industrial cities have 
been built in remote regions. There has been a distinct eastward trend 
of industrial location and of population. In addition to the older in- 
dustrial centers in European Russia, an attempt has evidently been 
made to create new areas of industrial concentration in the Caucasus 
and behind the Urals. Analysis of the principles that determined these 
plans suggest^ that they were largely motivated by political, strategic. 
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and social considerations as well as by such economic factors as the 
proximity of raw materials, actual or planned, communication and 
transport networks, and population trends. 

This case of the U.S.S.R. has been cited first because it throws into 
sharp relief some important facts common to. all planning programs. 
The initiative of private traders and investors must be subordinated to 
the requirements of the national plan. Thus one of the major criti- 
cisms to be urged against the planning of international trade is that 
it stifles the private initiative which in the past has sought out profjt 
opportunities and pioneered new markets. The control of investmeiit 
is always an essential element of national economic planning. Even 
if that control is not complete, it is always necessary to take precaui 
tions against a flight of capital, and against the draining away of ex-^ 
change assets by excessive imports. It is almost impossible to take 
these precautions without subjecting all payments for imports and 
exports to close regulation. Both investment and capital flight are 
normally carried in large part by commodity exports. Therefore in 
any system even of partial national economic planning, the private 
initiative of merchants must be subordinated to the plans of the offi- 
cials. Their profit comes after defense, stability, full employment, and 
similar criteria of policy. 

Not only industrial groups and workers faced by international 
competition and political leaders who are responsive to such pressures, 
but many economists now stress the fundamental importance of do- 
mestic stability rather than international specialization and dwell on 
the disturbing influence of periodic disequilibria in the external 
balance of payments of a country. They continue to advocate abun- 
dance and recognize that international specialization contributes to 
abundance. But they regard stability as the more important objective 
and make a strong case for it by arguing that in the long run speciali- 
zation cannot be maintained if it causes heavy fluctuations of domestic 
emplbyment and income. Upon these grounds they maintain that it 
will ultimately become necessary to work out an international trading 
code which is not based upon the competitive principle of non- 
discrimination, but rather upon stable domestic employment and a 
steady flqw of trade.- 

2 Cf. Sir Hubert D. Henderson, The International Economic Problem, Oxford, Oxford 
University Press, 1940, pp. 13 and 19: “Undoubtedly there is need to devise a code of good 
international l*>chaviour to restrain the purely self- regarding policies of individual states, 
and to make them conform to the general welfare. But this code should be one which will 
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If, as seems likely, the tendency persists for countries to negotiate 
a substantial segment of their trade by bilateral barter Saethods within 
a multilateral trading systen!, it is obvaops that private initiative will 
be largely superseded in this bilateral trade, and that the remaining 
trade will be exposed to more violent fluctuations. Thus, Britain 
draws a large part of its food and raw-material imports from the Do- 
minions or from such countries as Denmark and Argentina with which 
it has bilateral arrangements. If, for lack of exports sufficient to earn 
the foreign exchange necessary to maintain the present volume of 
British imports, a reduction of imports becomes necessary, it must 
then be made in the segment of trade conducted with countries out- 
side the area of bilateral agreements. In this case such trade as con- 
tinued would do so under the bilateral agreements without regard to 
the principle of comparative advantage. 

An even more important illustration of this tendency for planned 
trade to depart from the principle of comparative advantage was pro- 
vided by the sixteen-nation plan drawn up at Paris in the late summer 
of 1947 in response to the suggestion of Secretary of State Marshall 
that United States assistance to Europe be made in accordance with a 
concerted program of European economic recovery. The first plan pro- 
duced by the western European nations set targets for national pro- 
duction in each country. These were calculated not because those 
countries had a comparative advantage in producing the commodities 
in question, but because it was necessary to minimize the import 
requirements to be financed by the United States. 

Another illustration of this tendency for planned trade to depart 
from the principle of comparative advantage was provided by the 
working of international commodity agreements in the 1930’s. When 
burdensome surpluses of staple agricultural products and some mih- 
erals broke the international markets during the depression, there 
were negotiated arrangements to set aside stocks and withhold them 
from sale until prices rose, to regulate exports, and in some cases to 
regulate production. The quotas of continuing production allotted to 

fit the conditions, the needs, and the aspirations of the modem world; not a code of 
Queensberry rules for an old-fashioned competitive prize-fight. It must leave countries 
free to regulate their economic life effectively, lx>th in order to adjust their balance of 
international payments, and for such purposes as steadiness of trade and stability of em- 
ployment. The trend towards an increasing degree of collective organization and State 
intervention in internal economic affairs must necessarily exert a far-reaching influence 
on external gnomic policies; and a wise code of international behaviour must be based 
upon an acceptaifce of that fact/' 



764 


THE COMMERCE OF NATIONS 


various countries and within these countries to various producers 
were based on percentages of previous production, modified in some 
cases by political bargaining. They did hot eliminate high-cost .pro- 
duction, but reduced the quotas of both high- and'low-cost producers, 
the reduction in some commodities being greater proportionately in 
the low-cost than in the high-cost areas. Moreover, the quotas tended 
to stereotype the pattern of world production. There was no oppor- 
tunity for the areas of low-cost production to win a larger share of the 
world market. , 

If such commodity agreements had been in force during the nine- 
teenth century, it is highly improbable that the great expansion of 
international trade could have taken place. The greatest economiq 
achievement of that century was the bringing of new areas of produc- 
tion into the world trading system. It was in this way that the great 
tropical plantations of tea, coffee, rubber, and cocoa, the grain-growing 
temperate plains of both hemispheres, the sheep and cattle pastures 
of the New World countries, and equally the manufacturing industries 
of the older industrialized countries were able to develop. 

The case for international specialization rests upon two broad con- 
siderations. The peoples of the world are not equally endowed with 
natural resources, human skills, physical energy, and capital equip- 
ment. Moreover, these relative differences of national endowment are 
capable of gradual change as technical development progresses. It 
was the contention of the classical economists that the initiative of 
private traders competing in their search for profit would lead each 
country to specialize upon producing those commodities in which its 
natural and human resources gave it a comparative advantage. But it 
is necessary to realize that the national endowment of a country is not 
fixed even in respect to natural resources since new methods of culti- 
vation or extraction have frequently changed the productive value of 
natural resources. The endowment of a country^ human quality and 
skill is also capable of development, and capital equipment can be 
acquired by way of trade or of loans. Unhappily the co-operative eco- 
nomic relations which went so far in the nineteenth century to link 
the whole world in interdependent prosperity have been destroyed by 
war. The specialization remains, but the co-operation that was its 
counterpart is gone. 

The classical and neo-classical analysis was of a static situation. 
Later economic analysis — for example the general equilibrium theory 
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— though capable of dynamic development, was concentrated upon 
calculations of marginal costs and revenues in the relaAvely short run. 
With the growing consciousrfess of natieiial economic solidarity among 
many national grou*^s, policy in regard to international economic rela- 
tions has become less concerned with short-run calculations of immedi- 
ate gain and more with long-run considerations of ultimate advantage. 
Thus international trade theory cannot ignore the dynamic require- 
ments of national economic development, without ignoring much of 
present-day reality. Any explanation of it which ignores long-run 
considerations is bound to be incomplete and, if not carefully hedged, 
to lead to false conclusions. The territorial division of labor brought 
about by the relatively free trading methods of the nineteenth century 
was more than a reflection of the best economic use of human labor 
and of natural resources. As that specialization developed, it became 
an instrument of economic growth and change. While the economic 
theory of the nineteenth century may have been static, international 
trading practice was dynamic. The tacit assumption is often made by 
those who advocate policies of national economic development that 
governments take a longer view than gets into the market processes of 
a private economy. This assumption may hold true in some aspects 
of economic development, but there are many others where private 
enterprise is free to take a longer view than is possible to governments 
responsive to political pressures. 

It would be possible to argue that those who now advocate regula- 
tion of the trading balance in order to achieve stability of employment 
are fighting a stubborn, rear-guard action to preserve the pattern of 
international specialization that was developed in the nineteenth 
century. In order to do this it has become necessary to restrain the 
competition that would create a new pattern of specialization by seek- 
ing out profit opportunities and organizing production where it will 
have the greater comparative advantage. This argument would doubt- 
less be rejected by the advocates of national economic planning. They 
would maintain that they aim at freedom to change the past pattern 
along lines that will serve the national interest, rather than along 
lines dictated by external competition. But there is substance in the 
argument that they are resisting change. 

The official policy of the United States since the passing of the Re- 
ciprocal Trade Agreements Act in 1934 has advocated the restoration 
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of competitive multilateral trade. A very strong economic case can be 
made for this jijlicy, on the ground of present efficiency and of .future 
economic development. It is the same case as prompted Britaip in 
the nineteenth century to lead the movement toward freer trade. The 
best economic use of the world’s resources would be brought about in 
the long run by allowing competitive trade to create a new pattern of 
economic specialization. But it is obvious that such competitive trade 
would cause great dislocations of employment in Britain and other 
western European countries which in the past have built up trade 
connections in markets where at the close of the second World War 
they found themselves at a competitive disadvantage. Whether mis 
competitive disadvantage as compared with the United States proved 
to be temporary or permanent, the people of Europe would strive\ to 
protect their export markets in countries from which they must 
secure raw materials and foodstuffs. \ 

The trade relations between the United States, Britain, and Argen- 
tina illustrated an important aspect of this conflict between the at- 
tempt after tlie second World War to restore competitive trade and 
the desire to preserve the pattern of past specialization. The European 
and especially the British market remained the major outlet of such 
food-producing countries as Argentina. On the other hand most imr 
portant Argentine products were either excluded from the United 
States market or were faced with strong local competition reinforced 
by protective tariff duties. Its import demands for Argentine beef 
and wheat gave the British government a powerful bargaining weapon 
in negotiating favorable terms for British exports to Argentina. The 
pronounced weakness of the British manufacturing industries at the 
close of an exhausting war had made it extremely diQ^cult for them to 
compete on equal terms with United States industries. Until that 
weakness could be remedied, the British government would clearly 
use to the hilt the bargaining weapon represented by its import de- 
mand for Argentine products in order to get a preferred market for 
its exports to Argentina. 

This might mean that Argentinians would be unable either to buy 
the American consumption goods they preferred or the capital equip- 
ment best suited to the needs of their program of industrial develop- 
ment. Indeed such a development of bilateral bargains would be 
injurious to all three countries — the United States losing part of a 
growing market, the British being forced to barter their exports for 
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essential food, and the Argentinians having less ready access to the 
newest technical methods and appliances. The restofetion of multi- 
lateral clearing by which eJch country’s importers could buy in the 
cheapest market arfd let export outlets take care of themselves would * 
obviously be desirable. But the postwar difficulties of the western 
European countries would have made such restoration extremely 
costly to them if it had been attempted before they could again bring 
their industries up to a pitch of competitive efficiency. Until that time 
they were bound to attempt to protect their markets and to oppose the 
premature relaxation of trade restrictions. 

Any short-sighted attempt to brush aside the natural determination 
of the European peoples to live despite the handicaps imposed upon 
them by the war was likely to boomerang. The advocates of free com- 
petitive initiative had to reckon with the facts of life. Even Adam 
Smith had recognized that “humanity may require that the freedom 
of trade should be restored only by slow^ gradations, and with a good 
deal of reserve and circumspection,” in cases “wdiere particular manu- 
factures, by means of high duties or prohibitions upon all foreign 
goods which can come into competition with them, have been so far 
extended as to employ a great multitude of hands.” 

In the short run over the larger part of the world outside the Soviet 
zone, a compromise had to be found between private enterprise and 
government planning. Private enterprise would aim at organizing 
production where the most favorable combination of the factors of 
production could be mobilized. In doing so it would reckon upon 
future as well as present potential. Jt would accommodate itself to 
the shifts in productive capacity brought about by the war and would 
test the competitive validity of those shifts. Much wartime industrial 
development would undoubtedly prove to be inefficient, but a good 
deal would survive. In Canada and Australia, India and South Africa, 
as in the West and South of the United States, there had been great 
strides in manufacturing efficiency. Economic development in areas 
of hitherto untapped resources, such as the oil of the Middle East 
and mineral deposits in parts of Africa, would loom large in the cal- 
culations. JThe organization of production and trade would function 
as an instrument of change and of growth. 

Government intervention, on the other hand, was bound to be con- 
cerned largely with the preservation of employment in the areas and 
industries that had been developed to meet the needs of the recent 
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past rather than of the present or the future. Its watchword must be 
reconstruction 'rather than development. The future envisaged by 
national planning policies was only too ‘apt to be a perpetuation of 
past trends that had been exhausted. While each‘*national plan pro- 
jected rosy dreams of progress in the development of scientific meth- 
ods, they were very apt to be dreams of improving the status quo ante. 

Theoretically there was no reason why a national economic plan 
should not be as realistic as private enterprise in taking account of 
the changing international situation. In practice it was p>olitically 
very difficult to carry through the changes in national economic struc- 
ture that would be dictated by competitive efficiency. Such changes 
always entailed reconstruction of equipment and shifts of emplOT- 
ment that bore harshly upon powerful groups in the community. 
There was reason, therefore, to suspect that the test of comparativi? 
economic advantage would be subordinated in national planning 
policies to such criteria as stability and full employment. This could 
be defended as a necessary compromise with the immediate postwar 
emergency. But it might develop into a continuing evasion of the 
necessity to conform to shifts in the international situation. 

THE CALCULATION OF COMPARATIVE ADVANTAGE 

The reason why governments intervene to regulate the profit- 
seeking activities of private traders is that with the present distribu- 
tion of population and productive resources free competition would 
bring about great shifts in the location of industry and in employment 
opportunities. This was very evident, particularly in Britain, after the 
war in western Europe. The world trade of the recent past had been 
developed by those countries, which had specialized upon the manu- 
facturing industries and increasingly upon the financial and commer- 
cial services called for by world trade. It was evident also in those 
raw-material and food-exporting countries that had directed their 
production largely toward the export market offered by the urbanized, 
manufacturing countries of western Europe. The specialization of 
many newly settled countries upon mineral, agricultural, and pastoral 
production had brought rich rewards and quick development. 

To some extent those new countries had grown rich by exploiting 
the virgin fertility of their soil and by using up irreplaceable natural 
assets. But the main cause of their high productivity was their develop- 
ment of specialized methods of production for the export market. The 
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disruption of multilateral trade since 1914 rendered precarious the 
high Jiving levels attained by rapidly increasing populations in the 
countries of recent Europeah settlement overseas, as well as in western 
Europe. Economists talked of such objectives as balance of payments • 
equilibrium, a steady flow of trade, and stability of employment taking 
precedence over the restoration of multilateral trade. In so doing they 
were concerned with buttressing and preserving this pattern of past 
specialization or with its gradual adaptation along lines determined 
by national planning rather than with allowing competitive forces to 
create a new pattern. 

Many international economic issues are raised by the mixed charac- 
ter of the competitive forces that would be set free if governments did 
not intervene to restrain them. Over a wide range of manufacturing 
industry and services, private enterprise now operates by the methods 
of imperfect rather than free competition. This development affects 
not only manufacturing industries, but it concerns also large-scale 
operations in mining, petroleum producing and refining, and many 
specialized forms of agricultural production such as sugar-growing 
and the processing of agricultural products. 

There is an increasing tendency for the many financial and com- 
mercial services that were formerly conducted by competitive, small- 
scale enterprise to be provided by great corporations. Banks have 
created departments to handle security transactions, foreign exchange 
dealings, foreign credits and collections, insurance and similar services. 
Many manufacturing corporations, especially those which have estab- 
lished foreign branches, use their own facilities to conduct commer- 
cial and financial operations that in the nineteenth century would have 
been contracted out to specialist firms. The network of specialized 
commercial services and commodity exchanges that had been an 
essential feature of the competitive system has been seriously weak- 
ened. While the day of the specialized dealer, the compradore, the 
commission agent, the broker and the arbitrager is not yet ended, the 
openings for individual enterprise in these fields are much narrower 
than they used to be. 

Thus our present concern is with the complications of international 
trading initiative and particularly with the difficulties in calculating 
comparative advantage, which flow from the organization of industrial 
and commercial enterprises by imperfect rather than free competitive 
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methods.® A sharp distinction has* been drawn between the kind of 
competition now prevailing between large corporate enterprises, and 
that which earlier economists studied as the competition between 
industries. The nineteenth-century economists assumed that the in- 
dustries they wrote about dealt in specific, homogeneous commodities. 
While they were aware of the complications in costing presented by 
joint production of two or more commodities, their analysis of the 
market process ran in terms of a single commodity, such as wheat. 
This was particularly true in respect of international trade. The 
staple commodities of international trade were never in fact homo- 
geneous. There are scores of varieties of wheat and cotton. But (he 
device of averaging, or Alfred Marshall's device of a representative 
unit, could be used to study the market. \ 

In considering the comparative advantage of a locality for the pro- 
duction of commodities entering international trade, the classical and 
neo-classical economists conjured up a picture of a great number of 
independent producers able to calculate the costs of producing a 
single commodity and without adverse effects on their profits also able 
to turn from one commodity to another as the market indicated. Even 
for agriculture, there was no analysis of the enterprise as a whole. It 
was assumed that a farmer was free to produce wheat or lamb in or- 
ganizing his farm. However, it was the agricultural economists who 
first insisted that the enterprise must be regarded for many purposes 
as an integrated whole, rather than as the sum of its component parts. 
A farmer had to consider the economies of balanced production, crop 
rotation, and overhead costs, such as those involved in maintaining 
soil fertility. 

In the modern manufacturing enterprises conducted by great corpo- 
rations, the integration of processes and the importance of overhead 
costs grow steadily. The prime costs that can be most readily measured 
at the margin of profitability decline in relative importance. There is 
a tendency particularly in the corporations which manufacture such 
complex commodities as automobiles for durable consumption, and 
in those which manufacture chemical products, for the enterprise to 
spread over related processes. 

The Ford enterprise incorporates within its major automobile 
plants, not only the assembling of parts — ^some of which are manufac- 

9 The theory of itnpeiiect competition ha$ been summarized eaiiier. Cf. Chapter XIV, 
"The End of taissez Fa ire." ^ 
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tured within the plant while others are bought from independent, 
specialized suppliers — but also installations which would formerly 
have been independent factories. Within it there are not Only as- 
sembly lines, but furnaces to make st^el, and the heat thus generated . 
furnishes power to other parts of the enterprise. Junked automobiles 
furnish materials for (he recovery of rare alloys, for polishing ma- 
terials, and for glass. A glass factory makes all the glass used. There is 
a tire factory and many other subsidiary but integrated operations. 
The process extends beyond the boundaries of the parent enterprise. 
Ford ships bring ore and coal, sand, silica, and lumber from Ford 
mines and mills, some of which lie across the international border. 
As on the raw material, there are on the marketing side branches, as- 
sembly plants, and agencies abroad. 

This type of organization takes many forms. In some cases there 
is a large central organization which manufactures the bulk of the 
product. In others a specially organized managerial corporation con- 
trols a network of semi-independent subsidiary enterprises. The in- 
terrelations between the parts and the whole enterprise often become 
so complicated as to defy diagrammatic representation. It is seldom 
easy to determine the location of power in these great enterprises. Since 
there is normally a large area of indeterminacy in the allocation of 
costs and the fixation of prices, it is important to discover not so much 
who exercises power in these respects, as what are the considerations 
which determine the decisions. 

Though elaborate accounts are kept and the theory of corporate 
finance has developed rapidly, it is evident that there can be no very 
definitely fixed principles by which the exact marginal cost of specific 
parts, commodities or services can be determined. Apart from the 
difficulty of allocating to specific units of production the overhead 
costs of planning, management, capital construction, marketing, ad- 
vertising, research, and process development, account must be taken 
of the fact that there usually develops an essential unity in the enter- 
prise which cannot be mutilated by the excision of an operation that 
might be performed more cheaply by outside suppliers. Reorganiza- 
tions do occur, but once an elaborate installation is in operation it 
must usually be operated, at least until it has been amortized to the 
point where extensive remodeling may eliminate obsolescent proc- 
esses. 

Research ^nd process development offer peculiar costing difficulties. 
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Successful experiment must offset the cost of failures. Moreover, it is 
often necessary^ as research develops new processes, to load on to the 
price of a popular product as much as the traffic will bear, until its 
by-products are assured of remunerative markets. In any case the 
necessity of remaining abreast of a highly competitive situation among 
a relatively few great international enterprises may force the retention 
of a wide range of processes and products some of which are of doubtful 
profitability. 

This greatly complicates the issues of tariff protection in the rapidly 
developing chemical industries. A French chemical concern may be 
faced with competition from Norwegian and Swiss firms, from I. G. 
Farben, from the British Imperial Chemical Industries, and fri>m 
large United States corporations. The situation may arise where t^e 
French concern meets what it.regards as unfair competition in a nuiti- 
ber of its major products. It is obvious that, by accepting imports at 
the cut rates, French consumers and industrial users of chemical 
products would secure an advantage. But the industry might be forced 
out of existence even for the production of the commodities in which 
it had a relative advantage if those articles could not be produced as 
part of a wide range of products. Indeed a situation might emerge 
where the lowering of tariff protection on some of these articles might 
render the enterprise as a whole unprofitable unless its remaining 
products could be sold at a very high price. If these remaining products 
were essential to other industries — as for example nitrates for agri- 
cultural fertilizers — a good case could be made for preservation of the 
whole enterprise by protecting the by-products from import com- 
petition. No doubt this argument can be used speciously. However, 
it illustrates the significant fact that competition between enterprises 
as a whole, as well as between their individual products, must be 
reckoned with. 

Some important illustrations of this fact occur in the field of corpo- 
rate international investment. Standard Oil of California and Texaco 

* M' 

organized the Arabian-American Corporation (Aramco) to secure 
concessions in Saudi Arabia and other areas of the Near East. The de- 
velopment of these concessions included the building of a pipe line 
(with its.appurtenant roads, railroads, air|K>rts, villages, schoob, and 
repair shops) across the desert to the eastern Mediterranean. The 
construction was let to United States contractors, but much of the work 
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was done with local labor and materials. While estimates of the costs 
of developing the new fields and constructing the pipe line are difficult 
to mtdte, the total expenditure before oil could flow steadily in com- 
mercial volume across the pipe line h^s been estimated at aljout $200 
million. The total investment planned was estimated at Si, 750 mil- 
lion. Some of this \enfure capital was raised by loans from United 
States banks. Part of it was provided by the undistributed profits of 
the parent oil companies. Other Standard Oil corporations joined the 
original partners in the Arabian-American Coriwration to make avail- 
able undistributed cash (including Syrian pounds earned by sales of 
oil and not transferable into dollars) and to provide greater security 
for the bank loans. There were complicated relationships with the 
British, Dutch, and with other American oil interests in regard to 
prices, markets, refining facilities, and government contracts. The 
negotiations with various .Arabian states were long and costly. 

Such transactions raise a host of intriguing economic questions. It 
would be an interesting analytical exercise to trace the real incidence 
of this cost of construction, to discover what effect the increased credit 
made available for the purchase of equipment in the United States 
had upon the price of steel and other commodities, to calculate how 
far the accumulated profits ploughed back into this investment might 
otherwise have been used to increase stock dividends or to reduce the 
price of various petroleum products to the -consumer. It would be 
more interesting and a more practical problem to determine how the 
costs of construction should be allocated against the hoped-for future 
production. 

The setting of a price pattern for the various products and by- 
products of crtide petroleum at the Arabian ports in comparison with 
the prices charged by Anglo-Iranian and other neighboring competi- 
tors, as well as with the price pattern set at other producing points — 
Venezuela, Borneo, Texas — is a task calling for long experience and 
shrewd judgment but not for theoretical economic analysis. T^iere is 
a large degree of indeterminacy in the political and economic factors 
involved. Practical judgment must inevitably be conservative in the 
sense of allowing profit margins wide enough to meet unforeseen con- 
tingencies. In such a complicated series of decisions final judgment 
as to the profitability of the enterprise, which may be long deferreti, 
cannot relate to particular products or processes. It must relate to 
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the enterprise as a whole. While there are competitive elements in 
the dealings ott particular products, the enterprise is a massive whole 
comprting with others of like stature. « 

Another important factor complicating any attempt to calculate 
comparative advantage has been the great development of direct cor- 
porate investment in foreign countries, dictated at least in part by 
the desire to get behind tariff barriers or to cope with special tax situ- 
ations. American automobile corporations set up Canadian branches 
to manufacture behind the Canadian tariff and within the British 
preferential system. Those branches may use parts manufacturecj in 
the United States or pay royalties on patents to produce the parts in 
Canada. What prices are fixed for these parts and royalties? Does me 
parent corporation charge what the traffic will bear? Or does it At- 
tempt to allocate to the Canadian subsidiary a proportionate share k>f 
its overhead costs? The principles upon which such an allocation may 
be made involve consideration of what can only be described as the 
politics of business. They may even be concerned with wider politics. 
In some instances the prices may be set So as to produce profits in the 
branches where expansion is desired. In other instances the different 
branches of the business make profits which conform to the pattern 
of taxation. 

• There has been considerable variation in the organization of 
foreign business outlets. When the I. G. Farbenindustrie operated in 
the United States it maintained with separate corporate structures a 
series of factories and a selling organization, retaining the essential 
know-how and the basic research organization in Germany. If it be- 
came necessary to change the production methods in the United States 
factories, formulae were worked out in the parent enterprise and in- 
troduced into the United States by sending across the necessary practi- 
cal directions or the new raw materials, and, if necessary, the specialists 
with the knowledge to adapt the new processes. It was the competitive 
situation in the United States, rather than calculations of compaYative 
cost, which determined policy. Knowledge is power and that power 
was retained in the parent enterprise. 

Prestige is a factor in the international location of industry. Experi- 
mental ventures can nearly always be justified on the ground of pres- 
tige advertising or publicity. There is an element of emulation in such 
experiments. In a situation of imperfect competition, if one competi- 
tor engages in foreign investment or trade or even display, the oUiers 
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are often afraid not to follow suit. Strict attention by management to 
profits^ in the interest of the stockholders who own^the enterprise 
would sometimes counsel inore caution. It would be interesting to 
have an independent audit of the international trading and invest- 
ing activities of some large corporations. Almost certainly such an 
audit would reveal cases where calculations other than those of profit 
were necessary to justify many activities. 

While calculations have been made of the proportion of world trade 
that is subject to the restraints of monopolistic or cartel control, it is 
difficult to justify their basis. Such arrangements preclude the under- 
taking of transactions that would test the competitive situation of 
individual products. It is impossible to measure the trade which might 
have taken place. As in the measurement of tariff barriers, the absence 
of trade may be more significant than the amount which appears in 
the statistics. 

It is obvious that among the great variety of products of great 
chemical corporations — acids and alkalis, dyes and drugs, foodstuffs 
and fertilizers, paints and plastics, and all the rest — tempting foreign 
trade openings must occur. But if an American corporation were to 
test the market in a British Dominion with a limited line of products 
in which it seemed to have a comparative advantage, it would have 
to market them expensively. It would almost certainly be faced with 
competition from a similar line of products marketed by Imperial 
Chemical Industries as part of a large established trade with the ad- 
vertising and other costs spread over many products. The I.C.I. has 
well-established connections with distributors and customers, and a 
new competitor would have to break into the market and carry the 
costs of doing so on a restricted line of products. As a general rule, if 
it decided to extend its trade in this area it would normally be more 
profitable to do so on a front wid^r than the particular products in 
which the comparative advantage was clearest. In doing so, however, 
it would expose itself to the risks of intensive price competition in that 
market and to reprisals in other markets, perhaps including its own 
home market. While there are numerous exceptidns, in general the 
industrial giants confine themselves to territories where they have a 
developed organization, thus respecting the territories of their foreign 
competitors. Opportunities for turning a quick profit are passed up. 
And these were the essence of a competitive trading system organized 
on the basis of individual commodity comparisons. 
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Instead, the corporations are apt to enter into patent and licensing 
agreements by\vhich they exchange information in regard to research 
and process development and grant mc^tually exclusive licenses for 
the use of patents in their respective territories. Many such agreements 
were brought to light by the prosecutions instituted under the Sher- 
man Act in the late 1930's by the United States Department of Justice. 

A strong argument has been advanced that this system of exclusive 
licensing has increased production and trade. For example the Inter- 
national General Electric Company has participated in the formation 
of foreign enterprises, such as the Japanese corporation, providing 
not only capital but patents and know-how to create efficient pniduc- 
tive arrangements in Japan. In this connection it is interesting to note 
that most of the prosecutions in such cases have led to a plea of ffolo 
contendere, the corjx)rations concerned acquiescing in a fine and an 
order directing them to cancel the agreement. Such proceedings pre- 
clude United States corporations from entering into further agree- 
ments for the licensing of patents by the effective sanction of con- 
tempt. However, since patents are of less importance than know-how, 
they cannot prevent the international exchange of special i/.ed knowl- 
edge. Even if they could, the only result would be to widen further 
the disparities of technical development in different countries. Theic 
is no effective legal tvay by which corporations may be forced to com- 
pete commodity by commodity in international trade. 

The prevalence of imperfect competition with its corollaries of 
indeterminacy in the costing of particular products and of hesitancy 
in entering markets on a piecemeal basis has an important bearing 
on this whole question of international disparities in technology. 
The extraordinary degree to which the United States has now attained 
competitive supremacy in the production of manufactured commod- 
ities, both industrial and agricultural, would not disturb the equilib- 
rium of the balances of international payments as much as it does il 
international traders could pick off items in which other countries 
might compete. The tariff of the United States is designed like most 
others to prevent this happening. Imports would be easier if the tarifl 
duties were not so high, if valuation procedures were less arbitrary, 
and if customs formalities were less complicated, *ind in addition il 
pressure were not brought to bear, comparable to that brought on the 
Swiss, to impose on exporters a voluntary quota for fear of provoking 
an agiuition in the United States for higher duties. 
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In addition to such tariff barriers, commodity competition in many 
fields Jis made difficult by the corporate structure of •manufacturing 
enterprises. There must become automobile parts, for example, or 
parts of clocks and radios that might 1H/ supplied from foreign sources 
more cheaply than they can be manufaciured by the automobile giants 
or their suppliers in the United States. Hou^ever, the standardized 
processes of manufacture inhibit the use ol any but standardized parts 
that can be supplied in large volume lor assembly. In the electrical, 
chemical, and other industries the same difficulties confront tlie de- 
velopment of imports of uneven and unstandardi/ed quality. 

Thus international trade steadily loses its heterogeneous character. 
The commission agent picking up odd lots of varied commodities 
finds it harder to market them. The chemists find ways of rearranging 
the molecular structure of common materials so as to produce substi- 
tutes for many natural raw materials that formerly were indispensable 
and therefore had to be imported. The analysis of comparative cost 
in terms of these commodities must now reckon with the fact that 
uniform quality in large volume supplied over long periods of time 
from an assured source has become necessary lor the manufacturing 
processes of great enterprises. This is true of intermediate processes 
and parts. As the Swiss manufacture of tvatch movements and radio 
parts has shown, it is not impossible to organize such standardized 
production in large and steady volume. But it is generally simpler for 
the mass production industries, when they need something, to produce 
it within their own organization, or to contract for its production ac- 
cording to their specifications among the network of suppliers who 
have grown up in the same industrial complex and are familiar with 
mass production methods, than it is to depend upon supplies bought 
in the open market. 

New forms of international economic development have appeared. 
These are concerned with the export of know-how rather than capital. 
Hundreds of cases could be cited where American firms have .made 
contracts with foreign governments and enterprises. Some call merely 
for engineering-economic surveys. Others involve the designing and 
sometimes the construction of plants. Nearly all provide for the licens- 
ing of processes and for the training of technicians. Very little capital 
export is involved in these new developments. They seem likely to 
inaugurate a new phase of international trade comparable with that 
launched by the British outflow of capital in the latter half of the 
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nineteenth century. Many firms, operating by a great variety of meth- 
ods, were eng^d in these new forms of transferring technics^I skills 
to undeveloped regions. Immediately, the result could be a reduction 
both in foreign investment and in foreign trade. The new plants were 
for the most part financed locally and their production was for the 
local market. The ultimate result was likely to be a considerable 
stimulation of both investment and trade. But neither would be in the 
nineteenth-century pattern. 

THE TRADE IN RAW MATERIALS 

The staple products of the bulk trade of the nineteenth century- 4 - 
foodstuffs and raw materials — still accounted in the years just precea- 
ing the second World War for over 6o per cent of world trade. In 
many of the less developed countries and even in some of the highly 
developed countries of the New World, exports consisted almost en- 
tirely of foodstuffs and raw materials. In 1937 the percentage of total 
exports constituted by foodstuffs and raw materials ranged from 97 
to 99 per cent in the Latin-American countries and from 93 to 99 per 
cent in various regions of Africa. It was 96 per cent in southeast Asia 
and in Australia and New Zealand; 82 per cent in the U.S.S.R., in the 
agricultural zone of central and eastern Europe, and in China; 79 per 
cent in India, Burma, and Ceylon; and 72 per cent in Canada. The 
corresponding figure in tlie United States was 50 per cent. Only in 
the highly industrialized regions of western Europe, where the per- 
centage was 37 per cent, in Japan where it was 30 per cent, and in 
Britain 28 per cent, were foodstuffs and raw materials less important 
than manufactured exports. These figures offer striking evidence of 
the extent to which the trade of the world was centered upon western 
Europe and Britain and in minor degree upon Japan. They also show 
how large an area was affected by the violent fluctuations of agricul- 
tural and mineral prices in the years between the wars. 

Injthe years ahead this experience of the int^rwar period is bound 
to be reflected in attempts to stabilize the prices and secure the outlets 
for these food and raw-material commodities that constitute the bulk 
of the exports from the whole world outside western Europe, japan, 
and, since the war, the United States. The high production of food- 
stuffs and raw materials in the British Dominions and in Latin 
America has been directed in the past largely to the markets of Europe. 
The agricultural plantations in Asia — tea in India and Ceylon, rub- 
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ber, sugar, and tobacco in the Netherlands Indies — ^have been de- 
velop^ largely for export. Mining enterprises in Africa, Central 
America, and southeast Asiatiave fed raw materials into the stream of 
world trade. In many countries peasant 4)roduction has been drawn 
upon to supplement exports, as in the case of tung oil from China, 
rubber from the Netherlands Indies, and coffee from Brazil. The 
prosperity, even the subsistence, of hundreds of millions of people 
in widely separated areas has become dependent upon the prices 
which the produce of their labor can command in the distant markets 
of industrially developed countries. 

It is significant that the prices, particularly of the staple commodi- 
ties that can be produced in many countries, fluctuated during the 
interwar years more frequently and more violently than the prices of 
manufactured goods. The farmer cannot regulate his output quickly. 
As a general rule, he has no alternative means of livelihood and little 
reserve of purchasing power. When prices fall he is impelled to pro- 
duce more and to sell more of what he produces. In order to gain as 
much total income as possible to meet the cash outlays to which he 
is committed, he pours increased quantities of his produce on to al- 
ready glutted markets. In the nineteenth century the price fluctuations 
were less violent than they have been since the first World War. More- 
over, there was an elaborate organization of dealers who made their 
profits in large part by cushioning price fluctuations, buying when 
prices were low and selling when they rose. These cushions are now 
much thinner so that even moderate sales may cause very large price 
declines. 

What is true of individual farmers is true in large measure of agri- 
cultural countries as a whole. They were heavily indebted with fixed 
interest charges on their overseas debts, until they were able during 
the second World War to reduce this debt substantially. When their 
export prices fell in the oscillations of the business cycles, they were 
usually caught* with large import orders so that there was a .heavy 
strain on their balances of payments. They tried to maintain their 
credit by exporting more. But the more they exported, the more prices 
were forced down on world markets. These markets in any case were 
narrowed by the rapid growth of agricultural protectionism in in- 
dustrial countries. In the 1930's particularly, the terms of trade were 
turned against the food and raw-material exporting countries by the 
Hawley-Smoot tariff, by the British protective tariff, by the programs 
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of increasing agricultural self-sufficiency in Italy and Germany, and by 
the widespread^' use of quotas and prohibitions in other impprting 
countries. 

The territorial division of labor of the nineteenth century had been 
developed upon the assumption that the manufacturing creditor 
countries would provide expanding markets for the specialized prod- 
ucts of the developing agricultural countries. Such specialization be- 
comes impracticable when the importing countries of western Europe 
are unable to pay for imports, and die greatest industrial and creditor 
nation of the modern world, the United States, is also a great agfi- 
cuitural exporter. The international-trade theorists of the nineteenth 
century never contemplated a situation in which the greatest manu- 
facturing nation of tlie world would also be one of the greatest ex- 
porters of foodstuffs and raw materials, and where the monetary and 
financial policies of this nation, now become the largest source of 
foreign investment capital, would be dictated not by international 
investment bankers, but largely by the dominant political power of 
organized farm groups intent upon maintaining both their domestic 
prices and tlieir export markets. 

In the years of scarcity that follow a great war the significance of 
this was easily overlooked. When the second World War ended there 
were glaring shortages ot food and raw materials which seemed likely 
to persist for some years to come. The industrial urbanized areas of 
western Europe had been deprived by the war of much of their capacity 
to buy from abroad. Even if their capacity had been restored, the 
markets from which they used to draw part of their imports and to send 
a large part of their manufactured exports had been largely destroyed. 
Many of the Asiatic countries had been devastated, while others were 
suffering economic disturbances as the result of their attempts to in- 
stall independent governments. In the British Dominions, to some 
extent in Latin America, and in India, great strides had been made 
toward industrialization. Eastern Europe was largely cut off from its 
former markets in the west and was in process of transforming its 
political organization. Part of the process was a redistribution of land 
and parallel agrarian changes that seemed likely to reduce the surplus 
formerly exported. If and when the iron curtain was lifted and trade 
began to move again within Europe, it was likely that the granary 
would be much barer than it used to be. Supplies were tlierefore short. 
Prices were high and likely to remain high for a considerable period, 
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Nevertheless, the policies followed seemed likely to result, as after 
the fitst World War, in the accumulation of what ln the interwar 
period Avere called burdenstmie surpluses of the staple agricultural 
and mineral commodities. In Canada, Australia, Argentina, and many 
other countries as well as the United States, there tvas a greatly ex- 
panded yield of wheat. At the same time, Britain had embarked on a 
policy of increased agricultural production, intended to reduce its 
dependence upon imports. The plan for European reconstruction 
called for a restoration of cereal production equal to the virtual self- 
siifficiency of the late 1930’s. The Italian battle for grain and the 
French policy of subsidized production were resumed. The voices 
raised in Avarning and in protest did not command much attention in 
the period of acute shortages immediately at the close of the war. But 
the time would come when the need to deal again Avith burdensome 
surpluses Avould vindicate them.^ 

The warnings Avere not against the introduction of improved pro- 
duction methods but against subsidies and price guarantees that stimu- 
lated the production of commodities in which the country did not 
possess a comparative advantage. Very clear illustrations of such agri- 
cultural stimulation could be found in the industrialized countries 
of Avestern Europe. They practiced high farming in which a limited 
land area was made to yield heavily by intensive applications of labor, 
fertilizers, and capital equipment. In certain forms of agricultural 
production, such as stock-breeding and the cultivation of some fruits 
and vegetables, these methods Avere competitively efficient and Avere 
aided by proximity to the market. The urbanized population needed 
more of the protective foods thus produced. The grains, Avhich could 
be more economically and efficiently produced by the more extensive 
liiethods folloAved in countries that had larger area and better cli- 
matic conditions, were also being produced in Europe under this re- 
gime of price guarantees and production subsidies. 

A policy of territorial specialization Avas indicated by human needs 

‘tCf. Economist, .Sepiember 27, 1947: ' The stale of the nation does not warrant a 
panicky altempt to gel as much food as |>ossihlc, as quickly as possible, quite irrespective 
of costs and consequences. It does most earnestly demand a progressive endeavor to raise 
by a parallel process l)oth the output and the efficiency of British agriculture. . . . But 
10 try and raise output hy making bad tanning pay is to risk creating costly inefficiencies 
which need never exist and whose existence will lie a standing menace to the industry’s 
stability. For if the expansion of agriculture is constructed on an unsouiui and costly basis, 
it will l}e dispensed with the moment circunisiances permit; and it, as some sav* the 
moment never comes, then it will be a perennial cause of national povertv." 
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as well as by the geographical distribution of natural resources. This 
specialization Would give scope for European agriculture in th^ pro- 
duction of protective foods and for oveit>eas agriculture in the pro- 
duction of staple foods.® Such a policy was thwarted by national pro- 
grams of self-sufficiency whether they originated in short-run attempts 
to meet postwar deficiencies, in strategic programs designed in fear 
of war, in a desire to preserve the social structure and characteristics 
of peasant production, or simply in the dominating political strength 
of organized agriculture. 

The root of this aspect of international economic disequilibrium 
was to be found in national policies. A great number of instances 
from many countries could be cited to illustrate the extraordin^ 
extent to which domestic political influences continued to buttr^s 
programs of agricultural production that were ultimately indefensible 
from the long-run viewpoint of effective international specialization-; 
Legislative programs supporting the price and thereby maintaining 
the production of cotton in the United States had gone a long way 
toward pricing United States cotton beyond the reach of important 
markets and thereby encouraging the production of cotton in other 
areas.® Similar support to the price of wool went a long way in 1945 
and 1946, despite a high tariff, to price it out of the domestic market. 
The Commodity Credit Corporation was left with large stocks pf 

^ This was the basic argument l>ehincl the League of Nations campaign for improved 
nutrition. Cf. F. L. McDougall, Food and Welfare, Geneva, 1938, p. 56: “The five aims of 
an improved level of nutrition, higher standards of living, a more piosperous world 
agricuittire, freer international trade, and an increased volume of trade, together inter- 
lock to form lines of policy which should ensure economic and political stability to the 
nations prepared for such cooperation and if vigorously prosecuted should promote the 
peace so desirable but $0 difficult of achievement in the world today." Cf. also League 
of Nations, Final Report of the Mixed Committee of the League of Nations on the Re- 
lotion of Nutrition to Health, Agriculture, and Fconomic Policy, Geneva, 1937. 

* Cf. Economist, September 27, 1947, p. 531, for a table which may be summarized thus: 

British Cotton Consumption by Growths 


Types 

^939 

1946 


% 

% 

American 



U.S.A. 

45 

*5 

Brazil 

9 

>9 

Other Sources 

3 

9 

Egyptian 

Egypt 

*9 

20 

Sudan 

6 

12 

Other 

India 

11 

6 

Peru 

6 

4 



THE CASE FOR FREER TRADE 783 

domestic wool on its hands, until a disastrous drought in Aus.tmlia 
in 1947 reduced world supplies and lifted prices to retord levels. The 
example of sugar was notorious. Since the Napoleonic Wars when the 
production of beet* sugar in Europe liad been encouraged as an ele- ’ 
ment of the economic reply to the British naval blockade, sugar had 
been the football of national politics in many countries. In 1882 an 
international convention regulating production quotas and prices had 
stereotyped the pattern of national production. Since that time there 
had been a political rather than an economic basis for the industry. 
The spread of prices that resulted — before the second World War 
the price of sugar in Hamburg was six times the price at which Java 
sugar could be delivered to Amsterdam — indicated the extent to 
which these political arrangements had departed from the principle 
of comparative advantage. Wherever a burdensome surplus had 
emerged in some staple commodity — coffee, rubber, wheat, and many 
other examples might be cited — there was in the background one or 
more national political situations that interfered with the competitive 
process and so made international consultations necessary. 

When the great depression from 1929 to 1933 was marked by pre- 
cipitous declines in the prices of internationally traded raw materials 
and foodstuffs, such consultations resulted in a variety of international 
commodity agreements designed primarily to raise prices. These agree- 
ments in many cases called for government intervention to regulate 
production or exports, to finance accumulated stocks that were with- 
held temporarily from the market, or to subsidize sales to preferred 
consumers at prices below the levels it was desired to maintain in the 
market. The occasion for such international consultations was always 
a market disturbance such as the interruption of established trade 
channels by a great war, or a sudden decline of prices in a sharp cycli- 
cal depression. 

It had always proved difficult to work out bases of agreement satis- 
factory to the producing interests concerned, to say nothing, of the 
consumers, except in cases where major producers were organized in 
large corporations domiciled in a small number of countries. Until 
the outbreak of the second World War the tin mines and rubber and 
tea plantations in southeast Asia were controlled from London and 
Amsterdam though the small-scale production of independent peasant 
and Chinese enterprises soon proved troublesome. It was relatively 
e^y to work out an agreement between the small group of govern- 
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ments concerned — mainly the British and Dutch — even if other gov- 
ernments had th be brought in to extend the controls to minor^ areas 
of production. Agreement was facilitated because the continued opera- 
tion of. the plantations and mines of the major producing interests 
was important to the financial stability of the colonial governments. 
Indeed the international commodity agreements that lasted any length 
of time were generally in the nature of producers’ cartels implemented 
by government action. 

It was much more difficult to work out an effective international 
agreement in regard to a commodity such as wheat, produced by layge 
numbers of independent, small producers in many different countries. 
The agreement entered into by the major wheat-exporting countries 
after the breakdown of the Monetary and Economic Conference \r\ 
1933 became a dead letter when Argentina disregarded the quota 
allotted to it. It had been imperiled before then by the fact that wheat 
from a large number of countries not party to the agreement began to 
appear in the world market. A similar situation developed in the 
middle thirties in regard to rubber and tin when peasant producers 
had to be restrained by legislation Irom exporting in excess of the 
agreed quotas. National subsidies and price-support programs always 
led to the necessity for international regulation of the market. Then 
in turn international regulation led to the spread of such national 
programs. 

The experience of international commodity agreements was prac- 
tically confined to the last decade before the second World War, and 
it was not till after the end of the war that this experience was sub- 
jected to critical analysis. The contemporary literature consisted 
largely of special pleading. Control schemes of many kinds were ad- 
vocated to remedy the distressed situation of farmers in many lands. 
The purposes of these schemes were stated in unexceptionable terms 
by phrases carefully chosen to convey a sense of order, stability, regu- 
larization, and similar desirable achievements. Emphasis was placed 
upon such objectives as co-operation and research. The interest of 
the consumer in orderly markets was stressed. However, most of the 
agreements proved difficult to formulate and still more difficult to 
administer. Few of them survived their first contractual period and 
many broke down even before this period had expired* There is 
much less practical experience in the operation of these intergovern- 
mental agreements than in that of the interindustrial agreements de- 
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scribed as cartels. The more successful of the intergovernmental agree- 
mentj resembled cartels in many important respect^since the influ- 
ence of large producers in a tew countries was very considerable. Thus 
it is not surprisingn:o find that whateSfer the objectives by which they ' 
were justified at their initiation, the maintenance or raising of prices 
and the curtailment of 'production were their chief results in practice. 

As the second World War drew to a close there was increasing dis- 
cussion of the need to organize commodity controls. It was recog- 
nized that a period of acute scarcity immediately after the war was 
likely to be followed before long by a period of surpluses of staple 
products whose prices are important to the prosperity and economic 
stability of the larger part of the food and raw-material producing 
countries of the world. International agreement based upon prin- 
ciples that could be accepted as mutually advantageous by consuming 
as well as producing countries was advocated as being preferable 
either to national action or to concerted action between groups of pro- 
ducers. The interallied mechanisms that had developed around the 
joint boards set up under the Anglo-American Combined Chiefs of 
Staff had been effective in mobilizing and allocating food and raw 
materials during the war. If they had continued their operations into 
the peace, they might have served as a pivot in the reconversion 
period. In default of such mechanisms many plans were projected 
for international commodity agreement's and attempts were made to 
elaborate the principles by which such agreements might work to the 
benefit of both producers and consumers. 

The most effective commodity-control schemes of the interwar pe- 
riod had been those dominated by the producing interests. Critical 
examination of their results indicates very clearly that they worked 
against the competitive principle. Their methods were primarily those 
of monopoly control directed toward raising prices, preventing the 
liquidation of high-cost enterprises, and hindering the rise or expan- 
sion of new producing areas. Thus they stereotyped the past pattern of 
geographical specialization. 

The principal forms of international commodity agreements have 
been described by Professor Joseph S. Davis as the buffer-stock, the 
surplus-adjustment, and the commodity-control types. The buffet- 
stock idea has some points in common with plans to stabilize prices by 
using stocks of storable foodstuffs and raw materials as monetary re- 
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serves. It has many variants of which the proposals for stockpiling dur- 
able materials tfre perhaps the most practicable. Much could be, done, 
particularly by the United States, to build stocks of durable mate- 
rials for which it is dependent upon imports. If such purchases were 
timed so as to make dollars available to producers who were pinched 
in a crisis, the procedure might be used as a contra-cyclical policy. In 
the nineteenth century the free markets of western Europe often acted 
in this fashion since speculative brokers bought when prices fell and 
released their purchases as prices recovered. However, the limits of 
such policies are narrower than is sometimes thought. Except for a 
relatively few commodities storage involves heavy wastage, deteric^ra- 
tion of quality and mounting cost. \ 

The ideas of buffer-stock schemes, ever-normal granaries, or com- 
modity reserves that were current after the second World War have 
not been worked out in practical detail. Nor has any of the projected 
or actual international institutions included anything in the nature 
of an operative commodity-control board. The broad idea of an inter- 
national buffer-stock plan was advanced at the Hot Springs Conference 
which launched the Food and Agriculture Organization; but the 
conference was divided between this proposal and the earlier ideas 
embodied in a draft wheat agreement. 

In 1945, the United States Department of State published its Pro- 
posals for the Expansion of World Trade and Employment. In the dis- 
cussions of these proposals which subsequently took place at London, 
Geneva, and Havana, a narrower field for commodity agreements 
emerged in what Professor Davis has called the surplus-adjustment 
pattern. It was significant that this pattern emerged after a consider- 
able measure of official and unofficial discussion, involving the policy 
of the United States, which since 1934 has been directed toward freer, 
multilateral trade. The provisions of the international trade charter 
which emerged from the discussions at London, Geneva, and Havana, 
in 1946, 1947, and 1948, incorporated a long chapter laying down, in 
considerable detail, the circumstances in which a commodity agree- 
ment might be made, the principles to which it should conform, and 
the national action required to ensure that the temporary disequilib- 
rium of demand and supply might be remedied within the dutation 
of the agreement. 

The adoption of this chapter constituted a considerable victory for 
the official view of the United States. That view was not arrived at 
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until after long and difficult interdepartmental discussions within 
the ynited States. The divergence of opinion withiif the administra- 
tion was reflected by the proposal in 1947 to set up a World Food 
Board which hadnhe support of scAne agricultural officials in the’ 
United States. This proposal would have set up an operative inter- 
national body to distribute available food supplies. The surplus- 
adjustment theory, on the other hand, is based on the assumption 
that production and trade should remain in the hands of private en- 
terprise and that any special international agreements that may be- 
come necessary in an emergency should be of limited duration and 
should be self-liquidating. This theory is compatible with world trade 
organized on the principle of comparative advantage. It is an attempt 
to afford a restricted opportunity for producers of goods in temporary 
surplus to liquidate their disequilibrium without hampering the ex- 
pansion of competitive trade. As Prolessor Davis points out this may 
prove to be a counsel of perfection unattainable in a crisis. The inter- 
national trade charter lays down strict conditions under which resort 
may be pennitted to “the whole array of restrictive devices— export 
and import quotas, production restraints, price regulation, and re- 
serve stocks.” ^ The danger is that the devices will be used and the 
conditions ignored. 

The commodity-control theory was illustrated in the negotiations 
for the international wheat agreement drafted as early as 1942 and 
advocated in many influential quarters as a model upon which other 
international commodity-control agreements might be based. Con- 
siderable opposition arose to the principles upon which this draft 
agreement was worked out. After much controversy it was renegotiated 
in March, 1948, by three of the major exporting countries — the United 
States, Canada, and Australia — and thirty-three importing countries 
of which the largest were Britain, Italy, France, the Netherlands, 
India, and Belgium. The importing countries agreed to purchase guar- 
anteed quantities of wheat over a five-year period and the exporters 
agreed to sell those quantities, totaling 500 million bushels, at a fixed 
schedule of prices. An International Wheat Council would be created 
to administer the agreement. Essentially this constituted a price- 
supporting agreement by means of bulk-purchase arrangements. 

It was submitted by the President to the Senate Foreign Relations 

^ Cf. loseph S, Davis, International Commodity Control Agreements: Hope^ Illusion, 
or Menace!, New York, 1947, p. ^8. 
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Coininittee at the Second Session of the Eightieth Congress. The 
Committee deferred action until the next Congress, but expre^ed its 
“earnest belief that the principle of surplus marketing by interna- 
tional agreement is sound,” After Senate ratification on June 13, the 
agreement was signed by President Truman and became effective 
July 1, 1949. On July 6, the International Wheat Council, represent- 
ing twenty-two signatory nations, held its first meeting. It was made 
clear by this action that although the negotiation of such an agreement 
contravened the spirit if not the letter, of the International Trade 
Charter, there was enough political influence in the hands of organized 
farm groups to put through a series of international commodity agifee- 
ments if agricultural prices should decline at all sharply. \ 

The central core of controversy that runs through all the discussions 
of these and other variant proposals for international commodity 
agreements is the question with which this chapter has been con- 
cerned from many different angles. Hoav can regulatory arrangements, 
national or international, be reconciled with the principle of terri- 
torial division of labor to maximize prcxluction and trade? The con- 
troversy comes to a head in considering the prices that it is desired 
to stabilize. In buying and selling, is the control organization to aim 
at adjusting demand to supply? If so, at what level of price? Or is it 
to aim at assuring to agricultural producers, threatened by interna- 
tional competition, a level of income comparable with that earned b) 
more advantageo-usly situated producers of other agricultural prod- 
ucts? In fixing production or export quotas, in determining the acqui- 
sition or release of buffer stocks, in disposing of accumulated surpluses^ 
the important issue is the price level to be aimed at. Competition 
would fix price levels so as to equate demand and supply. The purpose 
of commodity agreements is to the contrary. It is to protect producers 
from the effects of competition. 

POLITICAL PRESSURES AND THE NATIONAL INTEREST"^ 
just as long as governments intervene to protect the interests of 
groups of producers, the working of the competitive price mechanism 
is distorted. Competitive forces are also much hampered by the growth 
of monopolistic elements in business enterprise, and by government 
intervention designed to safeguard the national balances of payments. 
The fact must be faced that it has become increasingly difficult to 
find any economic test of efficient specialization, 
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There are some economists who protest that the notion of national 
planning upon a rational economic basis is an illusion. Economic 
theory, as they define it, and the competitive practices which it analyzed 
justify freedom of economic enterprise within a frafnework of social 
legislation, designed to maximize that freedom. Whoever tries to 
apply that theory to pfanning practices is bound to agree with Pro- 
fessor Ludwig von Mises that the result of government intervention 
is planned chaos. In large measure, this argument is a matter of 
semantics. In the nineteenth-century definition, economics was sharply 
differentiated from politics. It was a study of the activities of men in 
their search for wealth, whereas politics was concerned with their 
activities in seeking power. The science of economics when pursued 
in abstraction from politics yields a coherent body of logical theorems. 
These theorems state the relationships of cause and effect in a society 
whose members desire to produce wealth, unhampered by other mo- 
tives. The art of political economy, however, must take account of 
criteria other than wealth. Among those criteria at the present time 
stability and security rank high. 

There has been an increasing tendency to take more account of 
political and social forces and thus to broaden the basis of discussion. 
Of this Professor Pigou’s significant title. Wealth and Welfare, first 
published in 1912, is an early illustration. The attempt to bring such 
concepts as ^velfare, security, opportunity for creative satisfactions, 
and status in society into consideration makes discussion more realistic, 
but it meets the difficulty that such concepts are not capable of quan- 
titative measurement. The economic calculus cannot be applied to 
them with the same appearance of precision tliat results from its ap- 
plication to the single measurable concept of wealth. Moreover, the 
search for means of achieving such objectives as economic stability 
and security has led to group organization within society and this has 
greatly impaired the mechanisms of the market. It has also overbur- 
dened the machinery of government with economic tasks for which 
it was not designed. 

Inevitably the politics of economic questions have assumed g^reater 
importance. This may be illustrated from many fields. Attention has 
already been drawn to the large range of indeterminacy in the fixation 
of prices and output under conditions of imperfect competition and 
to the responsibility thus thrown upon those who have power to decide 
within this range what prices and output shall be, Wherever such in- 
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nority may exercise political power out of all proportion to its eco- 
nomic weight Jti the community. Thus when there was a possibility 
of a tariff concession being negotiated on almonds in a trade agreement 
with Iran, the almond growers of California went to work. Through 
other farm groups they mobilized sufficient pressure to pass a resolu- 
tion through both houses of the state legislature not simply to protest 
against this concession but asking for the repeal of the Reciprocal 
Trade Agreements Act. Almonds constituted seven-tenths of one per 
cent of the value of agricultural production in California, and one- 
iwentieth of one per (ent of the national total. Many Californian 
agricultural industries which had a far larger share of total produc- 
tion before the second World War had important export markjets up 
to 40 percent of their output. Important concessions had been secured 
for those industries in foreign markets in several reciprocal \ trade 
agreements. Nonetheless, they went along with the almond growers. 

Then there is the problem of military security which inevitably 
ranks high among the elements of national interest. In the confusion 
of log-rolling and pressures from conflicting interests, it is difficult to 
calculate the balance of gains secured and losses sustained by different 
groups. But if a case can be made on grounds of defense oi* of economic- 
aspects of preparedness, the appeal is strong to legislators and ad- 
ministrators. The armed services constitute a powerful interest group 
in most countries with access to tlie highest levels of administrative 
authority. Especially in times of international tension, if their influ- 
ence is exerted in sup[X)rt of some economic policy, it is difficult to 
challenge. One consequence of national economic planning is the 
increased opportunity for influence which it is likely to afford to the 
armed services. The experience of many F.uropean countries in the 
interwar years supports this conclusion. The free traders of the nine- 
tec^nth century were conscious of this (onnection between state regu- 
lation and defense. They identified their cause with that of peace and 
consistently opjx)sed military and naval expenditures. It is not likely 
that merchants or economists will be able to ignore defense considera- 
tions as long as international conflict remains ..as obvious as it now is, 
and there is a danger that the influence of the armed services will in- 
crease in many economic fields. Besides the security aspects of atomic 
energy, their interest in many other fields such as rubber, oil, shipping, 
strategic minerals, and wool may be cited. 

There is thus a temptation for minority group interests to appeal 



1 HE CASE FOR FREER TRADE 


m 

for special treatment on the ground of their importance for military 
security. Shipping is an important case in point, inv<riving powerful 
trad?-union as well as management interests. International competi- 
tion in shipping is Hkely to result in a reduction of the United States 
mercantile marine. Construction cqsts in the United States are high. 
Much of the present shipping which was built during the war is likely 
very quickly to become obsolescent with other countries now build- 
ing new and more efficient ships. The main disadvantages of American 
ships aix in high management and port costs, the latter including 
the costs of labor conflict on the water front. However, recent ex- 
perience has shown that modern warfare demands large fleet trains to 
provision the fighting ships, and even larger tonnage to transport men 
and materials to the tlieaters of operation and to provision allied peo- 
ples. Dockyard facilities are also important for defense. Thus the case 
for construction and operation subsidies to shipping rests ultimately 
on grounds of strategic security rather tlian economic efficiency. 

These examples show that political factors make it diflicultv to 
formulate national economic policy upon any economic calculation 
of national interest. T here is no statistical or other method by which 
the gains made and the losses incurred by particular interests may be 
calculated in terms of stability of employment or any other economic 
criterion. Decisions must be taken on the basis of judgment as to the 
importance of particular interests in respect to the criterion selected. 
The nineteenth-century economists were on surer ground when they 
rested their analysis upon productivity and were content to judge 
different forms of productivity by their ability to meet the test of 
international competition. The extent to which modern practice has 
departed from this test is indicated by the extraordinary divergence 
of commodity prices in national markets that now contrasts so sharply 
with the uniformity of prices in the international markets of the nine- 
teenth century. As long as national governments intervene to protect 
the interests of different producer groups these disparities wil] exist 
and widen. The result is that production is organized in each country 
less as a result of its comparative economic advantages and more as a 
reflection of the political power that can be mobilized by different 
interest groups. The longer this trend continues, the more difficult 
it becomes to determine what die comparative economic advantages 
might be if these manifold forms of intervention were stripped away. 

In view of rhe greatly accelerating pace of scientific discovery and its 
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industrial applications, the future is more important than the recent 
past in calculating the bases of a national policy. But how c^n the 
possibilities of future development be estimated? A new fomi of power 
is being harnessed. In the course of the next two or three decades 
atomic energy will be used to supplement the energy derived from 
the burning of coal, oil and gas, and from falling water. Wherever 
bulky raw materials whose treatment calls for great quantities of 
power are located in areas distant from the forms of power now avail- 
able, the energy released from small amounts of readily transportable 
fissionable material may cheapen production significantly. The reper- 
cussions will be felt in many aspects of production and trade. It, will 
make possible significant changes in the location and structure of par- 
ticular industries. Steam power, the internal combustion engine, \ and 
the harnessing of water power to produce electricity caused great s^fts 
in the location of industry, in transport and communication, in ^ the 
organization of production and marketing, in the processes of ^in- 
dustry and in the nature of marketable products. Certain it is that 
the harnessing of nuclear energy will bring changes also. 

Quite apart from this new form of power, great shifts in production 
are already well under way. The development of new industrial 
products and processes as the result of physical, chemical, biochemical, 
and biological research discoveries is proceeding very rapidly. The 
application of new methods, devised by chemists and physicists for the 
study of inanimate nature, to the study of animate nature promises to 
throw new light on the processes of growth. The vistas of research 
that are being revealed make it certain that industrial applications of 
the new knowledge will proceed at an ever more rapid pace. A j>oUcy 
that stereotypes the existing pattern of production is equivalent to 
contracting out of the possibilities of new methods and the use of new 
products. Nylon may be cited as an example of such a new product 
whose use is available as yet to only a small fraction of the world’s 
population and may be withheld from consumers in most countries 
for a long time if the fabrics offered for sale in those countries continue 
to be produced from the old materials in order to safeguard employ- 
ment as it is now organized. 

In the past, and particularly in the nineteenth century, the economic 
map of the world was changed out of recognition by the development 
of new methods of transport and communication and of new industrial 
processes and products. The settlement of the temperate grasslands 
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in both hemisplieres was follbwed by an enormous development of 
tropical agriculture. Trade made the resources thus developed avail- 
able to raise living standards everywhere. The older industrial coun- 
tries were enabledtto specialize upon the production of goods with 
which they could buy vastly greater^ quantities of more varied food- 
stuffs and raw materials of better qu^ity than they could have pro- 
duced for themselves. It is important to emphasize this experience. 
Comparative advantage shifts with scientific progress. Those countries 
which retain the possibility of flexible adaptation to these shifts are 
able to ride the tide of change. Those which, for reasons that seem 
imperative in the short run, pursue policies that hamper their adop- 
tion of scientific developments may find themselves caught for a long 
time in the shallows of lost opportunity. Instability and insecurity 
are economic evils, but stagnation may be a greater evil. 

Few will quarrel with such general statements. A major difficulty 
in orienting wise national planning, at least in democratic countries, 
is to develop methods whereby out of the powerful political pressures 
that are often dominant tliere can be devised the means of experi- 
mental risk-bearing ventures. In the past such ventures have been 
undertaken mainly by those who have risked and often lost capital 
especially set aside for the purpose. Authoritarian planning systems 
do not have as much difficulty as exists in democratic countries in re- 
spect to these experimental ventures. It is true that examples may be 
cited of such ventures of public enterprise even in the United States 
which is preponderantly committed to the private enterprise system. 
Such imaginative and inventive experiments are for the most part in 
the public utility field as was the Tennessee Valley Authority. But it is 
difficult for a government department to set up a speculative fund, or 
to withstand criticism of a venture that fails. The private enterprise 
of the nineteenth century began and abandoned many such white 
elephants. It is more difficult for government servants to risk such 
a venture in peacetime. Notable achievements, such as the Panama 
Canal or the current expenditures upon atomic energy development, 
have strategic implications. Even the great hydroelectric enterprises, 
such as those of the Tennessee Valley, the Hoover, Bonneville and 
Grand Coulee dams^ would have been difficult to justify as purely 
economic enterprises, apart from their conservation aspects. 

It would not be too difficult to conceive of speculative enterprise 
being risked by governments if what was mainly concerned were 
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great public undertakings of tliis character. However, die application 
of scientific research to industrial production must usually take the 
form of developments and adaptations of existing processes, involving 
the scrapping of plants and the shifts of employment that become 
obsolescent. Such undertakings require dispersed authority capable 
of rapid decision rather than the deliberate processes of debate. They' 
call for industrial imagination and courage. This is difficult to visual- 
ize in governments subject to audit and sensitive to public criticism 
in the event of failures. 

In the confusion that follows a great war, one may admit the piolitical 
necessity of accepting the planned or piecemeal intervention of goN - 
ernments. Such intervention has a bias toward self-sufficiency and the 
avoidance of speculative risks. It is still important, therefore, to re- 
state the principle of international specialization. I^bor and resources 
should be organized to produce goods and services by the most efficifent 
methods and in the most suitable regions. While visiting students ntay 
gain a sense of international co-operation and demonstrate it by 
digging with primitive tools through a Yugoslav hillside to con- 
struct a roadbed for a much-needed railroad, this operation is an in- 
efficient expenditure of energy. A couple of bulldozers would be more 
to the purpose. It is important to provide employment for masses of 
workers in what might otherwise become depressed areas. It is even 
more important that the employment shall be productive in the sense 
of making the most efficient use of the available labor and resources. 

This is the case for freer trade. In present circumstances it does not 
seem possible to those responsible for policy in many countries to 
allow international competition to furnish the test of efficiency. None- 
theless it is still important to insist upon the desirability of using labor 
and resources efficiently and to protest against flagrant violations of 
the principle of competitive specialization. In the absence of interna- 
tional competition, the technical processes of industry may become 
obsolescent. Even with the most efficient equipment and the best 
trained managers and workpeople, it cannot be. said that an industry 
is efficient if it must be protected against external competition. A 
small country, such as New Zealand, may import the most up-to-date 
construction and industrial machines available for the production of 
refrigerators and tractors. However, it is impossible that such produc- 
tion to meet the needs of less than two million widely spattered peo- 
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pie will be as effective as a comparable effort in the export industries 
like ljutter and cheese that produce on a large scale fo^ export markets. 

'■^us there is a strong case for maintaining the maximum amount of 
international competition. If competition is restricted in the national ' 
interest however defined, the case for such restriction should be sub- 
jected to severe scrutiny. It is very easy for privilege, inefficiency and 
graft to take shelter under its banner. There is great danger in the easy 
acceptance of policies that limit international competition. If the 
greatest care is not exercised to safeguard against such tendencies, 
there will rise again the accumulation of bureaucratic incompetence 
that called forth the invective of Adam Smith. While the case for 
international specialization is now difficult to justify ujxm the logic 
of the comparative cost principle developed by the Ricardian school, 
the broader It^ic of the territorial division of labor remains valid. 

Much could be done to safeguard against the dangers of national 
incompetence by organizing international mechanisms of consultative 
co-operation. A beginning has been made by the organization of such 
instruments as the International Monetary Fund, which is essentially 
a consultative body whose function is to foresull strains on the na- 
tional balances of payments. The International Trade Organization 
could become a similar mechanism in the field of commercial policy. 
This is the main hope of avoiding excesses of economic nationalism 
in the near future. 

However, international organization cannot solve what is essen- 
tially an issue of national policies. It can provide a forum in which 
these policies are discussed and in which their international repercus- 
sions are examined. It can pledge, as does the charter of the Interna- 
tional Trade Organization, the contracting nation-states to follow the 
general principles of competitive multilateral trade and to refrain 
from policies inconsistent with those principles. But there is no power 
in such organization to prevent the adoption of national policies which 
conflict with it. Sovereignty rests in the hands of national govern- 
ments. If they choose or drift without choosing into policies that 
flaunt economic realities, they will ultimately pay the price of de- 
voting their productive energies to purposes that are not those in 
which they have a real advantage. The price may seem to be worth 
paying at the time. Or it may not be recognized in the effort to achieve 
other objectives. But it will become heavier as time goes by. It may be 
old-fashioned to insist that the classical economists laid hold of a 
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vital principle when they enunciated the advantages of a territorial 
division of labdt^. It is certainly difficult now, in the absence of com- 
petitive tests, to clothe the theory of comparative advantage with any 
realistic and concrete meaning. But truth it remains that a country 
which ignores the principle that competitive efficiency should deter- 
mine its economic organization has started down a slippery slope of 
political uncertainty and economic danger. 

The nineteenth century case for freer trade was not made on na- 
tional grounds. The element of national power was ignored. The co- 
operative economic advantages of world trade were presented as a 
practical alternative to the conflict of power politics. The merchants 
and economists, particularly of England, regarded their case as proven 
when the vast expansion of trade in the second half of the ninet^nth 
century increased production in the world as a whole. They were 
content to see each country, and each industry and each individual 
therein, earn its share of this increased production by competitive 
efficiency. 

The economic case for freer trade still rests upon the elementary 
truth that production will be increased by specialization. The con- 
ditions of modem industry and transport strengthen this case in 
many important respects. Despite the progress made by industrial 
chemists in producing synthetic materials, there can be little doubt 
that scientific discoveries have made the world more, rather than less, 
interdependent. It can be argued that these new scientific methods of 
production make possible a greater degree of self-sufficiency at least 
for big industrial countries. The case for freer trade, however, is a 
case for potential abundance rather than for a limited self-sufficiency. 
Improved methods of communication and transport as well as of pro- 
duction make possible the development of trade between remote 
regions so that the consumers of any country may have at their disposal 
the products of the whole world. We have not begun to visualize what 
imprQvements could be wrought in the living levels of all peoples 
if production and trade could be organized by modern methods freely 
and without regard to political boundaries. ~ 
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THE GAINS FROM TRADE 


NATIONAL INTEREST AND POWER 

The ANSWERS given by the nineteenth-century economists to ques- 
tions concerning the gains from trade and their division among the 
trading countries must now be revised to take account of modern 
trading conditions which differ radically from the simple conditions 
of free competition assumed in their analysis. Part of the complication 
of the economic answer comes from the element of national power 
which they ignored. Thus the ground must first be cleared in that 
field. 

The industries most vital for national security are those most de- 
pendent on international trade, such as the complicated machine in- 
dustries that must draw their raw materials from widely dispersed 
sources. Ours is a mineral civilization, and we use up our mineral ores 
and fuels at a constantly accelerating pace. The older centers of in- 
dustry have made the greatest inroads on their mineral reserves. Even 
the United States, which is richly endowed, has drawn heaviljy^ upon 
its reserves of iron ore, petroleum, and other basic minerals. It must 
reach out into many parts of the world for oil, tin, zinc, and a long list 
of alloy minerals. Unless peace can be assured by an equilibrium of 
power, preferably within a system of collectively guaranteed security, 
a struggle to assure access to essential raw materials could be a potent 
incentive to the nationalist policies that approximate economic war- 
fare. 
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National power depends in large measure upon economic pro- 
ductivity. It ha^any elements— a strategic geographical situation to 
which must now be added room for maneuver and defense in depth, 
natural resources, and the size and skills of the population, including 
leadership. To an increasing extent military power depends upon 
economic strength. 1 his is true in a double sense. Modern war calls 
lor an elaborate organization of weapons and munitions and for a 
still more elaborate organization of transport, food, clothing, and 
engineering equipment in order to sustain military forces in the field 
and the civilian population in the occupied countries. It is also true 
that economic resources are potent weapons in the diplomacy f of 
power-politics. ( 

The second World War provided convincing evidence that a Ra- 
tional economy could be organized in peace with the primary objec- 
tive of mobilizing a striking force to overrun an unprepared opponerit. 
The evidence was equally convincing that, given time to mobilize, the 
nations which in times of peace had devoted their resources to de- 
veloping a free and flexible economic system could outproduce, out- 
fight, and in the long run overwhelm those whose national economies 
had been regimented by war preparedness programs. There was little 
doubt in the years preceding 1939 ^^at German economic policy was 
governed largely by strategic considerations. The domestic economy 
was made more self-sufficient. As far as possible essential imports were 
drawn from neighboring countries which were encouraged, bribed, 
and bullied into reorganizing their production to fit into the needs 
of German war preparedness. Substitute raw materials were developed 
to lessen the national dependence upon imports likely to be cut off in 
wartime. Roads were built to facilitate the rapid transference of troops. 
Trade was concentrated upon countries often by giving favorable 
terms where it was desirable to gain political influence. In the first 
years of the war these preparations yielded striking successes. But even 
before the Allied effort had reached its peak, the sacrifices of civilian 
reserves and scientific training over many years were beginning to 
weaken the German economy and hence its military potential. 

It is evident from the published statistics of the Russian postwar 
plans, as well as from the successes of the Soviet armies in the second 
World War, that the economic organization of the U.S.S.R. also is 
largely governed by strategic considerations. The statistics reveal a 
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high degree of concentration upon the heavy industries that are the 
indispensable means of producing war equipment. These industries 
are located as far as possible*in areas that minimize their vulnerability 
to attack. Althougli the extent of industrial production may have ‘ 
been exaggerated by the methods used in compiling the statistics, it 
is substantial. On the other hand low levels of consumption indicate 
that the major production effort has gone into capital equipment 
rather than into consumer’s goods. 

Since the war ended in Europe a vigorous attempt has been made to 
integrate the national economies of the Soviet-occupied territories 
with that of the U.S.S.R. How successful this attempt may be in the 
long run it is not yet possible to judge. Yet it is clear that a potentially 
powerful grouping of peoples extending from mid-Europe across 
.\sia is dominated by a country of large resources wliose economy is 
organized on a basis of war preparedness. It is unnecessary either 
to exaggerate the efficiency and power of this grouping, or to attribute 
aggressive designs to the U.S.S.R., to realize that its mere existence 
|x>ses questions in the field of international economic policy both for 
the United States and for all the other powers outside the Soviet orbit. 

The further element must be added that .scientific progress is con- 
stantly increasing the destructiveness and the speed of modern war- 
fare. The symbol of these developments is the atom bomb. If another 
war should develop it may open with a sudden devastating attack at 
long range. Shock tactics have taken new meaning as the role of ma- 
chines extends in attacks directed not so much against opposing armies 
as against the civilian bases of their economic support. The genie is 
out of the bottle and cannot be put back. The scientific formulae upon 
which nuclear fission can be developed are no secret. The engineering 
and mechanical gadgets that go to the production of an atomic bomb 
will become the property of any nation prepared to put the necessary 
expenditure of skilled effort into the experiment. The possibility of 
harnessing the energy liberated by nuclear fission is no longer a matter 
of dispute. The speed at which practical means may be found of trans- 
forming the heat into electrical power, or of using it directly, is still 
doubtful, and it is clear that for some time to come its use will be 
supplementary to other forms of power. But new fields of scientific 
knowledge are constantly being opened up. Industrial applications 
of this knowledge will follow. The nation that does not keep up with 
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this scientific progress will be at an increasing disadvantage not only 
in direct militaft7 power but also in the economic productivity that 
is an essential support for that power, * 

In addition to the primary fact that scientific progress has reduced 
the protection formerly given by space and time to an economy that 
neglects defensive precautions, account must be taken of the long-run 
economic consequences of the scientific revolution now under way. 
The country which can take fullest advantage of scientific discoveries 
will gain in wealth and power. If some means were conceivable by 
which the danger of sudden devastating attack could be eliminated, 
the case argued by Adam Smith for setting constructive economic 
enterprise free of restraint would be irresistible. The facts musjt be 
accepted that there is no effective defense against paralyzing attWck, 
and that there has been little perceptible progress in intematicmal 
negotiations to segregate the dangerous (war potential) aspects\ of 
nuclear fission under the control of an international authority. In 
these circumstances international economic policy must calculate 
how trading arrangements will affect national security in such a world. 

For the countries that lie between the two great powers, this cal- 
culation will vary according to their commitments to one or the other 
principle of economic organization, and to their expectation of the 
ultimate success of the two great powers in implementing the prin- 
ciples of their policies. The withdrawal by Poland and Czechoslovakia 
of their acceptances to the Paris conference on the European Recovery 
Plan in the summer of 1947 demonstrated how little choice there was 
for countries in the Soviet zone of occupation. However public opin- 
ion in those countries might estimate the national interest, their gov- 
ernments were committed to a policy of collaboration with the U.S.S.R. 
that limited their participation with the United States in any re- 
covery plans or freer trading initiatives. Unless those governments 
change, bilateral trading arrangements with the U;S.S.R. must re- 
main.the cornerstone of their economic policies. 

The increasing dependence of most of the Latin-American republics 
upon the United States for imports as well as exports gives the latter 
a preponderant influence in their international economic policies. 
Even in those countries which assert most strongly their independence 
— as does Argentina— economic as well as political interest dictates a 
broad conformity with American policy. It is not so clear that the 
countries of western Europe are in this position. There is much reluc- 
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tance on the part of substantial elements of public opinion in those 
couiy;ries to take sides in the power struggle in such a%ay as to become 
advanced bastions for either the U.S.S.R. or the United States. In Asia 
the issue may not seem as urgent, but in the long run it may become’ 
even more important than in Europe.^, 

Economic policy is one of the major avenues by which influence 
may be gained over the countries outside the immediate Soviet and 
United States zones of influence. It is more important for the United 
States than for the U.S.S.R. This is because the United States is in a 
position to offer more economic aid, while it is handicapped by its 
political structure in pursuing effective policies of propaganda and 
political infiltration. The U.S.S.R. has convenient instruments of 
propaganda in the form of strong communist parties in other coun- 
tries. To combat these directly would involve a degree of interference 
in the domestic politics of independent peoples that the United States 
would be reluctant and is ill-equipped to undertake. On the other 
hand, economic aid might alleviate the poverty which gives to the 
communist parties their most fertile field for propaganda. 

In the long run, there can be little doubt that the organization of 
the widest possible area of freer trade is in the power interest of the 
United States. This conclusion follows directly from the nature of 
modem war. Military force is increasingly dependent upon economic 
productivity and scientific knowledge. The wider the market and 
the larger the scale of production, the greater the degree of specialized 
development that becomes possible. For a big and powerful country, 
such as the United States, this is a very great advantage. It is an ad- 
vantage for peacetime prosperity, and even more for war, to have an 
automobile industry geared to world markets, with large numbers of 
trained engineers and technicians. This is true of all the industries that 
can be developed to their fullest efficiency only by large-scale produc- 
tion. Apart altogether from the desirability of preventing otheij coun- 
tries in Europe and Asia from falling into the communist form of 
organization and so becoming advanced bases for the power policies 
of the U.S.S.R., the industrial development of the United States itself 
calls for export markets. The need for export markets in turn calls for 
aid to reconstruct the economies destroyed by war and to develop the 
countries of backward industry. 

It calls alsp for the acceptance of imports to enable those countries 
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to buy American exports and this entails some disturbance of high- 
cost American ftidustries. Many of these high-cost industries wJU de- 
mand proteaion on the ground of theil potential contribution to 
military power. Wherever a case can be made on* these grounds — in 
shipping and shipbuilding, the production of rubber from oil, optical 
glass, precision instruments, and various chemicals — the most effective 
means of maintaining minimum facilities capable of rapid expansion 
is by direct government subsidy rather than by tariffs that hinder the 
growth of the strong exporting industries. 

Stockpiling of essential war materials, particularly the durable 
materials such as the metals and rubber and to some extent wool, is 
eminently preferable to a protective tariff as a measure of defense. 
However, proposals for public action or for subsidizing private action 
to stockpile strategic raw materials encounter much opposition from 
domestic interests, coupled with a considerable inertia in official quar- 
ters. The same forces operate against an effective conservation policy 
to preserve intact the remaining reserves of scarce strategic materials, 
such as tungsten, mercury, and manganese. A vigorous and far-sighted 
economic policy would import, both for current consumption and for 
strategic stockpiles, all the durable materials that could be. obtained 
from foreign and especially from potential enemy sources. It would 
minimize the use of scarce national reserves and develop production 
in friendly countries to which access could be reasonably assured. 

Thus by the test of power-politics the United States stands to gain 
by promoting over as wide an area as possible the freest economic 
interchange. In so doing it would encourage the economic develop- 
ment of potential allies in any future conflict. Also it would develop 
to the maximum its own heavy industries. At the same time it would 
assure its access to important strategic materials. This would be a 
policy of enlightened nationalism, aimed at safeguarding the security 
of the United States by making it the center of a prosperous trading 
worlcL It would strengthen the power of all other countries prepared 
to trade with it on a co-operative basis by competitive principles. For 
in so doing the United States would identify the prosperity and the 
security of its trading partners with its own. 

In many respects, the argument of the nineteenth-century free 
traders .that abundance is the best guarantee of national security is 
still valid. To implement this argument in practical policy c^lls for 
more decisive action than the mere removal of barriers to trade. Posi- 
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tivc action, requiring some measure of government initiative and 
partioipation, was found necessary if the western European nations 
wcr^ to cope successfully w*ith the demoralization and distortion of 
their economic activity. Even more imaginative action is necessary if 
the newly won independence of the Asia^c countries is to be buttressed 
by effective organization of productive economic activity. The diffi- 
riilties and the expense of executing such policies of reconstruction 
and development are very great. But the stakes in this power conflict 
are very high. For national security as well as for economic warfare, 
the United States, its own interest coinciding with that of all the 
other free countries, is bound to move toward a policy of freer trade. 

A footnote needs to be added concerning the alternative. One rea- 
son why freer t^ade is imjx)rtant for the United States is -that some 
choice must be made among domestic industries if a policy of protec- 
tion is to be continued. The expansion of world trade is consistent 
with competitive methods. A policy of protection to special interests 
leads to lobbying and log-rolling and ultimately to government regu- 
lation of industry. These political maneuvers were carried to such 
extraordinary lengths in the framing of the Hawley-Smoot tariff of 
1930 as to shock all those who were aware of the scramble for public 
favors. There was little consideration of the national interest as a 
whole. Ft was largely because of the disgust fell for these practices that 
Congress passed the Reciprocal Trade Agreements Act, 1934, by which 
the task of tariff revision was delegated to administrative agencies.' 

The lobbying that is inevitable in the process of tariff-making is 
now mainly of historical interest. If a wide area of freer trade cannot 
be created, the methods of trade regulation will be more direct and 
drastic. There will be import quotas, export subsidies, exchange con- 
trol. Instead of the tariff reprisals that marked the 1930's, there will 
be an incessant series of generalized reprisals, leading to complex bi- 
lateral bargains, the inevitable end of which is a steadily increasing 
measure of state control over the conduct of trade. This will involve at 
first the strengthening of the trade associations that alone have the 
technical knowledge to handle the detailed regulation. For a time the 

I For the origins of this important Act, cf. Henry ). Tasca, The Reciprocal Tiade 
Policy of the United States^ Philadelphia, 1938. The delegation of power was limited to 
three years. The .\ct was renewed in 1937, 1940, 1943, and 1945. In 1947 the extensive 
use made of the delegated powers enabled the Ignited States negotiators to conclude a 
series of agreements that reduced the tariff very substantially. In June, 1948, the Act was 
renewed for one sear, and in Septembci. l^^8. for two more \ears. 
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illusion may persist that private industry can maintain its independ- 
ence behind the shelter of government controls^ However, t}ie oft- 
repeated experience of bilateral quantitiitive trade restrictions is that 
they quickly lead to state regulation of domestic p^'oduction and trade. 
While on the surface the structure of industry may not appear to 
change greatly, there ensue subtle shifts in the location of power to 
make decisions. The industry becomes dependent upon political de- 
cisions. In arriving at those decisions government officials are sub- 
jected to a variety of pressures — from the organized brokers, the 
specialized technicians, and the managers rather than from the con- 
sumers or stockholders. , 

There develops a curious combination of inside pressure by Essen- 
tial experts and political regard for organized groups. The organiza- 
tion of economic activity comes to reflect a pattern of political rather 
than economic power. There have been many recent experiments 
along these lines. In most the idea of national interest concerned with 
military force has predominated. In no case has abundance been 
realized. Always regulations justified by criteria of power, employ- 
ment, or stability, have led to restrictions of the consumer s choice. 
More important still they have led to a channeling of activity which 
is incompatible with the flexibility and resilience that must be de- 
veloped if scientific invention and economic productivity are to be 
maximized. 

The domestic effects of regulation are of the utmost importance 
from the viewpoint of power. What we do to ourselves is more im- 
portant than what we do to our trading partners and rivals in a period 
of economic warfare. If it is important to create a wide area of freei 
trade in order to build up a strong group of democratic countries, 
it is even more important to do so in order to avoid their being drawn 
into regimentation. Each one of them — including the United States 
— is most prosperous and most secure when it is freest, politicall) 
and economically. Given a two-power world, freer trade would 
strengthen the military potential of the countries that form the freer 
trading area. It would not give assurance of peace. Nor would it pro 
vide security against sudden attack by atomic weapons. Nothing can 
But freer trade over a wide area would stimulate the kind of economic 
development that would make the gamble of sudden attack less at 
tractive, since it would enlarge the area from which effective counter 
attack might be organized. The economic productivity ,and scientific 
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progress generated by active trade would expand the economic 
strength of the United States and its associated countries. It would 
increase the area of their influence and give them assured access to 
the raw materials essential for strategic industries. 

This is no new idea. Wealth and power have always been the aims 
of commercial policy. ^Sometimes they are incompatible. Then a 
country must choose between gain and security. Normally they run 
together. This becomes truer as the economic aspects of war loom 
larger. 


DIVIDING THE ECONOMIC GAINS 

In a private enterprise society it is not easy to define die national 
interest in any economic sense. What calculation can be made, for the 
United States as a whole, of the national economic interest as distinct 
from the national interest in strategic security? “ The economic case 
for tariff concessions is that they are made upon high-cost industries. 
Thus consumers in America may get cheap Australian wool and con- 
sumers in Australia (which has its own automobile industry) may get 
cheap American automobiles- That there is more economical use of 
the world’s resources and more productivity in the world as a whole, 
by opening up markets to the most eflicient and lowest-cost producers, 
is incontrovertible in theory. But it is not easy to demonstrate this 
fact statistically in the case of such a country as the United States. 
Even if precise calculations could be made to show that what was lost 
by some local producers was less than was gained by consumers and ex- 
porters, the local producers would still clamor for protection and 
identify the national interest with their own. 

On the assumption that competition was allowed to work freely, 
- the classical economists were able to demonstrate quite conclusively 
that the economic gains from international trade were substantial. 
Practical experience bore out their theoretical reasoning. The im- 
mense increase in prcxluctivity which was stimulated by the trading 
expansion of the latter nineteenth century brought improved living 

aCf. Charles A. Beard, The Idea of National Interest, New York, 1934, p. 167: “The 
conception of national interest revealed in the state 4)apers is an aggregate of particu- 
larities assembled like eggs in a basket. Markets for agricultural produce were in the 
national interest; markets Cor industrial commodities were in the national interest; naval 
bases, territorial acquisitions for commercial support, an enlarged consular and diplo- 
matic service, an increased navy and merchant marine, and occasional wars were all in 
the national interest. These contentions were not proved; they were asserted as axioms, 
atpparently regarded as so obvious as to call for no demonstration. ” 
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levels to larger numbers of people throughout the trading world. This 
was true of fcfod, clothing, and shelter. The industrial wor|jLers of 
western Europe were able to buy tropieal cereals, such as rice,^sago. 
and tapioca. Even more important the railroads* that opened up the 
Middle West, and other inland plains of both temperate zones, poured 
cheap grain into Europe. Bread, the symbol of prosperity, was made 
abundant and cheap. Even the low^est-paid workers could spare some 
income for the meats that came halfway round the world, for the oils 
and fats derived from tropical plants, and for the fruits of tropical 
plantations. Tea, coffee, cocoa, and sugar became plentiful and cheap. 
Wool and leather, cotton and linen, and even silk were made acces- 
sible cheaply to virtually all classes. Lumber from the northern |:oun- 
tries, brick and tile, and iron roofing transformed housing facilities. 
The four-masted ships that sailed to Australia and New Zealand! car- 
ried Marseilles tiles as ballast and brought back wheat to Europe. 

The extent of these gains from trade became more obvious when 
so many countries were deprived of them by the breakdown of the 
trading system. To the nineteenth-century free traders it would have 
seemed incredible that the western European representatives who met 
at Paris in the summer of 1947 to concert a plan of reconstruction 
upon the basis of which they might receive economic aid from the 
United States, should have planned large increases in potato con- 
sumption; that England should need to ration tea and bread; that in 
western Europe as a whole the basic shortage of coal should be the 
result not of war destruction alone, but of inability to secure pit props, 
of inadequate food for the miners, of lack of leather to make their 
boots. No one with any knowledge of European recovery needs, or of 
the much more desperate needs of Asia, could doubt that measures 
to restore international trade would bring great gains. The needs 
in Asia for the simplest articles when the second World War ended 
ivere such that every ship leaving San Francisco for Manila carried 
carloads of cheap glass and crockery, destined for China. These were 
carried from Manila by Chinese traders who evaded import and ex- 
change controls, and somehow managed to smuggle out of China 
means of payment that could be turned into dollars. The trade was for 
cash and the cash was forthcoming at Manila. 

Even greater gains accrued in the nineteenth century from the 
trade in manufactured goods and from investment enterprises,. The 
railroads of the United States, the irrigation projects. in India, the 
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Assuan dam on the Nile, and other examples might be cited. During 
the nipeteenth century the greatest gains derived by the United States 
from^ international trade were in the development of its resources. It is 
worth while to dweH for a moment upon the mutual benefit received 
in the nineteenth century by Britain and the United States from the 
rapid development of this trade between them, fostered by the in- . 
vestment of British capital in American enterprises. Britain grew rich 
not only by exporting manufactured equipment, such as steel rails 
and locomotives, and by drawing good interest from remuneratixe 
investments, but even more by gaining access to vast new supplies of 
food and raw materials to feed her growing industrial towns. The 
United States, on the other hand, gi ew rich by exporting and by bor- 
rowing to equip itself rapidly with modern means of production and 
transportation. As the frontier of settlement moved rapidly westward, 
the grains and animal products of the Middle Western states, the 
minerals of the Rocky Mountain states, the gold and later the fruit of 
Ualifornia found export outlets largely through Britain. The market 
was always developing, and as population and income grew in the 
United States, local consumption accounted for a larger proportion 
of the goods produced until the United States itself became the most 
lully developed and productive community in the world. In the 
twentieth century it was equipped to do for other countries what 
Britain did for it in the nineteenth, and to earn as Britain did the re- 
wards of high employment, rising wages, and cheapened costs — the 
essential elements of a continuing improvement in living levels. 

The really strong case for freer trade at the present time — one that 
can be made on grounds of mutual benefit — is the case for the eco- 
nomic development of industrially backward areas. What is envisaged 
is not only the provision of richer and more varied diets, but also the 
transference of technical skills to peoples still living on the verge 
of starvation because their equipment and skills remain those of the 
wheelbarrow age. The most effective way in which the productive 
technology of United States industry can be made available to the 
populations of Asia and Africa — and even in the postwar debacle to 
those of Europe — is through trade, and through the investment which 
presupposes trade. This is a challenge to the inventiveness of private 
enterprise. Means could be found of constructing dams and railroads, 
of making the tropical jungles habitable, of restoring productivity 
to the seats of ancient civilizations such as India, Iran, Iraq, Palestine, 





810 


THE COMMERCE OF NATIONS 


and Egypt. With the scientific knowledge now available, the mineral 
wealth of Afrka could be made accessible to the whole world and 
the Africans could achieve living levels more comparable with those 
of other countries. What was done with cocoa on the Gold Coast could 
be repeated with other commodities in other areas. 

The chief obstacle to abundance is nationalism. Freer trade and 
interdependence are the alternative to policies of exclusive {>ossession. 
The choice between these alternatives is tragically illustrated by the 
destructive conflict between Jews and Arabs that threatens to retard 
for a generation the possibilities of modern economic development 
in the Near East. The irrationality of such conflict is in sharp contrast 
with the imaginative proposal for the creation of an Atomic Develop- 
ment Authority, Tliis suggestion, stemming from the initiative of 
scientists, was aimed at creating a supra-national rather than an inter- 
national agency to develop the new form of power for the bene^t of 
the world as a wdiole. Too much stress has been laid upon the negative 
aspects of this proposal — that is, the control of weapons utilizing 
nuclear fission. The imaginative vision that gave to the proposal its 
appeal, and will cause it to be regarded as a landmark in human 
history, was the leap to world government on a specific technical issue. 
If adopted this proposal could allay the fear of aggressive war and 
liberate all the energies that make for interdependence and hence 
for progress. These energies could transform the economic structure 
of the world through trade even more completely and quickly than 
they did in the nineteenth century. 

An Atomic Development Authority would take a non-national view 
of economic development. It would place the power piles where they 
could be of most value not for a particular country but for the world 
as a whole. It need not be concerned with the vested interest of a par- 
ticular region any more than the United States is concerned with 
the ghost towns of the former California gold fields. Population could 
be distributed, production could be developed and trade could be or 
ganized on a rational basis. The international secretariats of the 
League of Nations and of the United Nations caught a glimpse of these 
possibilities of a world organized sensibly instead of disorganized b) 
jealousies, suspicions, and fears. The case for freer trade is part of the 
case for rational human behavior freed from the superstitions of na 
tional tribaltsms. 

The fate that befell the Atomic Development Authority is indica 
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tive of tlie difficulties that confront all rational proposals for co- 
operative international action. It quickly became a«subject of sus- 
picion and of striving for national advantage. Calculations of national 
advantage in negotiating arrangements for freer trade are of the same 
order. The important point to cling to is that freer trade would bring 
immense benefits not only to the United States, but to untold millions 
— benefits in productivity, in relief from burdensome toil and anx- 
iety, in health and vigor and in the possibilities of training the creative 
skills. Freer trade could be a means of freeing large masses of men 
and women from degrading want and fear. The first steps toward 
such objectives are blocked by those who count the immediate costs 
of adaptation as more important than the chance of participating in 
a general improvement of well-being. Their attitude is exactly the 
same as that which prompted craft workers to smash machines in 
the early stages of the Industrial Revolution. Such fears are always 
exaggerated. There are always possibilities of adapting operations 
that seem to be endangered by trading expansion, and a case can al- 
ways be made for public compensation where real damage is proven. 

There is little value in trying to devise accurate measurements of 
the proportions in which the gains from trade are distributed between 
countries. Even under the simple conditions assumed by classical and 
neo-classical theory, there was no possibility of measuring the division 
of the gains from trade. Economists who have worked on this ques- 
tion echo the conclusion reached by Professor Viner in his minute 
examination of the theories worked out to measure the gains from 
trade, that they are ordinarily substantial but cannot be measured 
in any concrete way. They increase the real income of each of the 
trading countries unless the distribution of real income is so disturbed 
as to offset the greater quantity of g(x>ds made available by trade. In 
practice this qualification resolves itself into a question of employ- 
ment. Freer trade will increase the national real income of all the 
trading nations unless it causes such an amount of unemployment as 
to set in motion a secondary spiral of deflation. At the present time 
when the patterns of national employment have developed inde- 
pendently and are out of equilibrium, tjiis is a real and substantial 
risk. But this argument is not against freer trade in principle. It is 
against its sudden introduction without regard for its repercussions 
in an abnormal situation. 

Uncompromising advocates of freer trade, and of private enterprise 
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in general, are apt to brush aside this argument. However, two facts 
must be remembered. It is easier to rely upon competitive efficiency 
when there is little doubt of one’s own oompetitive strength. And it 
is easier for a country which has ample economic reserves to risk a 
certain degree of temporary disorganization than it is for those coun* 
tries whose margins are slim. In both respects the United States can 
afford in its own long-run interest to take risks at the present time. 
Its position is the same as Britain*., when Cobden negotiated the i860 
treaty with France, giving substantial immediate reductions in the 
British tariff against the promise of future reductions in the French 
tariff. This promise the Times described as an I.O.U. Exactly the 
same charge was made against the reductions in the United States 
tariff by the trade agreements negotiated at Geneva in the summer of 
1947 against graduated, and sometimes conditional, promises by other 
countries. 

It is possible that the concessions made by the United States may 
turn out to be more substantial than those it obtained.. If this is indeed 
the case, the greater share of the benefit from any future expansion 
of trade may accrue to the other countries. But the bargain will clearly 
be advantageous to the United States as long as it gets any share at all 
of the gain. Since it had a disproportionate share of the world’s gold 
and continued to draw gold in payment for its exports, and since 
after the second World War thOvSe exports moved at unprecedented 
levels both absolutely and in relation to its imports, it was clear that 
the United States had to make larger concessions than its trading 
partners if the equilibrium of world payments was to be restored. Only 
after a considerable period ivill it be possible to estimate whether the 
trading equilibrium has been restored or ivhether the United States 
drove too hard a bargain for its own good. 

Those countries whose productive efficiency had not kept pkee with 
that of the United States, whose manufacturing equipment and raw 
material reserves had been reduced to dangerously low levels, and 
whose reserves of international assets were slim, were those which 
had to be careful not to lift their controls of the balance of payments 
incautiously so as to dislocate the precarious organization of produc- 
tion and employment within their borders. This is no argument for 
national economic planning. Even those British economists who were 
most aware of the need for transitional maintenance of controls 
found difficulty in setting out a convincing method whereby those 
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controls could be made to serve the national interest in j>eacetimc. In 
general terms it was easy to agree that governments must set targets 
for the national economy^ But those targets had to be achieved by 
the effort of private groups. Effective methods of developing unity 
of purpose and effectiveness of co-operation were not easy to discover. 

It should be noteef that the maintenance of controls over the ex- 
ternal balance of payments, in order to safeguard against disruptive 
effects on the national economy in a period of strain, is quite different 
from the advocacy of such controls in order to extract the maximum 
advantage from trade. Commercial policy is a clumsy bargaining in- 
strument. Even if, in the flux of trading, the manipiilatibn of quotas 
and the allocation of exchange could be gauged with any accuracy, 
it is inconceivable that any country could pursue a policy of extracting 
the maximum advantage from every bargain without provoking the 
reprisals which would end, as they did in the 1930's, in a widespread 
restriction of trade. National struggles to get as large a slice as possible 
diminish the cake Irom which the slices are cut. Hereafter something 
more will be said of these too clever plans for trade manipulation. 
Here attention sliould be drawn to the fat t tliat decisions in regard to 
economic policy are shared between individuals, organized groups, 
and governments. 

The rational economic case for freer trade is a case for general 
abundance. There is no doubt that productivity would be increased 
by international specialization. Production, however, is now organized 
by larger units than those which operated in the nineteenth century. 
As long as output and prices were determined competitively by in- 
dividuals and enterprises, no one of them big enough to dominate its 
market, and all of them forced to conform to the world market, it 
could be demonstrated mathematically that the' gains from trade 
would be divided according to the intensity of demand within the 
limits of comparative costs of production. These limits were impor- 
tant. Within each community individuals would specialize upon die 
production of those commodities in which they had a competitive 
advantage. The bargaining of the market would determine the prices 
of those goods within the limits set by costs of production in the trad- 
ing countries. If any attempt was made to set prices outside those 
limits either new competitors would . ppear or production would be- 
come unprofitable. 
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These market conditions have changed. Stress has been laid upon 
the increasing extent to which corporate organizations operatii^g on 
a large scale now operate under conditiorfs of imperfect rather t^ian 
free competition, upon the increasing extent of government interven- 
tion, and upon the increasing influence of organized interest groups 
such as trade unions and trade associations. In a system of imperfect 
competition and still more in a system of government regulation, 
organized labor, management, and agricultural groups exercise de- 
cisive political pressures. How does all this affect the division of the 
gains from trade between countries? 

The answer to such a question cannot be made in definite qqan- 
titative terms derived from statistical calculations. However, the! na- 
ture of the answer, in so far as business organization is concerned, 
seems clear. It is — not much. The main outlines of the trading pattern 
are set clearly enough so that the instances of apparently arbitrary 
decisions fall within the broad pattern. It is very difficult to see hOw 
the monopolistic element in the decisions of a great corporation can 
affect very seriously the division of the gains from trade. When the 
Ford Company sets up plants at Antwerp and Copenhagen, the choice 
of these locations may be governed by a mixture of solid economic ad- 
vantages and rather vague personal judgments. In the long run the 
gains from trade are shared between the country of the parent enter- 
prise and those in which the products are consumed in much the same 
proportions as would be determined under completely competitive 
conditions. There are other automobiles — American, English, and 
Continental — ^and there are other means of transportation as well as 
alternative methods of expenditure for consumers. The monopolistic 
element has narrow limits in the general interdependence of economic 
activity. In not too long a run the business that does not show profit 
disappears, and the power of management to indulge personal no- 
tions or to experiment is severely limited by this fact. 

The, answer is not so clear in regard to government intervention 
whether partial or complete. In the case of great business aggregates 
such as corporations with branches in many countries, dr groups of 
corporations joined by cartel agreements, the amount of trade affected 
is relatively small in the case of any one enterprise or group and the 
indirect pressures of competition are very real. No business grouping 
has yet appeared, except in some rather simply organized colonial 
areas, where the extent of monopoly has been such as tp exercise a 
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strong influ^ce upon the terms of trade of that country. Moreover, a 
business mustniake profit. While it can exploit a tifvorable economic 
setting, it cannot and it does not try to fi^t against unfavorable eco- 
nomic factors. It does not try to manufacture for a market so small that 
the overhead costs become too hearty for profitable organization. It 
does not attempt to s*et up an industry in which economic advantages 
— such as cheap raw materials, low distribution costs, and skilled labor 
— are lacking. In other words, even the largest businesses conform to 
the basic economic pressures which operate in a competitive system. 

Governments need not so conform. They are able to control the 
whole of a country’s trade and, by manipulation of the credit system, 
to sustain prolonged industrial experiment within the country, State 
enterprises need not produce a profit, and they are largely immune 
from the indirect pressures of competition. Nevertheless the extent 
to which even a strong government can influence the terms of trade 
in its favor is very limited. What it can do is destroy the trade. One of 
the chief indictments to be made against government intervention is 
that positive results within a country arc achieved only at great cost 
within and outside the country. The results are visible, but the costs 
may be hidden. The greater part of them are paid by the economically 
stronger groups within the regulating country, rather than by the 
foreigner. 

Thus when the Swiss government in 1931 tried to protect local 
butter producers from the effects of currency devaluation in Denmark 
and New Zealand, the main burden fell not on the Danes and the 
New Zealanders, but upon the Swiss cheesemakers. Many examples 
could be cited in proof of the fact that government intervention to 
protect particular industries deemed important for national develop 
ment has been mainly at the expense of its competitively stronger 
export industries. The majority statement of the Irish Banking Com- 
mission that the burden of industrialization was borne by Irish agri- 
cultural exporters parallels the confession of an Australian ec9nomist 
that in his nightmares he saw a sheep astride a precipice with the 
whole population, of Australia clinging to its fleece. 

Cases of colonial exploiution are not so rare. Exploitation is easier 
when economic dominance is backed by political power, but the ex- 
ploitation is primarily a result of the economic rather than the po- 
litical situation. Private individuals and companies, operating by com- 
petitive methods, have driven hard bargains with economically weak 
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peasant producers in many Asiatic lands. This has happened both in 
colonies and in xfeak independent countries. The bargains have 9ften 
been hardest Avhere there was no governfnent strong enough to^ re- 
strain individual traders. Exploitation of this type^is not a matter of 
private or government monopoly so much as of disparity in bargain- 
ing power. 

The monopolistic regulation of trade as practiced by Nazi Germany 
had very limited success in manipulating the division of the gains from 
trade, except where the client countries were under military or po- 
litical pressure. In theory the concentrated purchasing power of a state 
monopoly will give it some measure of monopsonistic (buying pio- 
nopoJy) control of the market. A large buyer may often squeeze aide- 
pendent supplier, but as long as that supplier has alternative outlets 
there are limits to the extent of the squeeze. The needs of a latge 
buyer, moreover, may be imperative. This was the case with Germany 
in the prewar and war years. The need for food and raw-material im- 
ports was too urgent to allow her negotiators to insist upon the most 
favorable terms of trade, except where her political position was very 
strong. Even in the countries occupied during the war, as long as 
there was strong passive resistance that could not easily be crushed, 
it was more effective to get the needed supplies by offering favorable 
trading terms than to exploit the maximum advantage that could 
have been gained by force. What might have happened had a victori- 
ous Germany been able at her leisure to organize a new trading sys- 
tem centered on Berlin is quite a different matter. 

Russian military and political dominance over the central and 
eastern European countries yields evidence that confirms this German 
experience. In the first months after victory a considerable volume of 
one-sided trade developed throughout the Russian zone of occupation 
and in those countries w^here governments of the Soviet pattern led 
by Soviet-trained communists had been installed. Wherever the na- 
tional. governments retained some measure of independence, as in 
Czechoslovakia, Poland, and Yugoslavia, there developed a strong 
tendency for trade to return to multilateral channels. As this happened 
the monopolistic buying power of the dominant trading partner was 
weakened. 

The real problem for the small country is to maintain the possi- 
bility of alternative markets. As long as trade is multilateral, it can 
usually gain the maximum advantage in trade with larger markets. 
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If the small country can shop between at least two markets — as Den- 
mar]fL could before 1939 between Britain and Germany — it can secure 
fayprable trading terms fr6m them, for both exports and imports. It 
is in the position t)f the small, compactly organized business* dealing' 
with several large corporations. In that situation it can adapt its pro- 
duction and trade to the fluctuating possibilities of profit in the ex- 
ternal market. This is not a matter of intervening to change the market 
or of isolating domestic industry from the effects of external change, 
but of flexible adaptation so as to profit from the change. A small 
country which practices a considerable degree of economic interven- 
tion or which isolates itself can do much damage to its own national 
economy without exerting much pressure on world markets while 
one which keeps itself flexible may profit considerably. The essential 
condition of successful adaptation is the maintenance of multilateral 
trading outlets. Bilateral agreements give to a great trading country 
the possibility in favorable circumstances of squeezing its weaker 
trading partners. 

Thus as long as trade remains multilateral, the division of the gains 
from trade is not likely to be greatly affected either by corporate or by 
government monopoly trading. The real risk that is run in a policy 
of state trading is not so much that the terms of trade will be influenced 
by a government monopoly, as that there will be reduced trade which 
will be organized bilaterally. The state trading enterprise can do little 
to secure a more favorable division of the gains from trade unless it 
becomes the dominant partner in a bilateral bargain. What it does 
in striving after a more favorable division of the gains is so to hamper 
the trade that there are smaller gains to divide. There is nothing in 
the technology or tlie organization of modern production methods 
that even seriously weakens the classical economists’ view that the most 
important objective of policy is to leave trade free to develop so that 
there may be substantial gains to be shared. 

STABILITY OF INCOME AND EMPLOYMENT 

A good case can be made for freer trade on grounds of power and 
abundance. The gains from trade will be greater and their division 
more equitable if trade is reasonably free. But this case is not con- 
vincing to those concerned primarily with economic stability. This 
raises for consideration the gains from trade as measured by employ- 
ment and national income. 
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This test is the crucial one in many respects. While the popular 
slogan of full em{:>loyment may be difficult to define, there can bje no 
doubt of its political significance. It symbolizes widespread concern 
for economic stability, not necessarily as an alternative to. but as a 
condition of abundance. This concern has three main elements. It 
includes the compassionate care for the welfare of displaced workers 
that has prompted economists since Adam Smith to justify exceptions 
to free trade on the ground of humanity. It recognizes the impairment 
of income distribution that has been noted as capable of nullifying 
the effects of abundance. And it goes further in its insistence that 
underemployment of resources will reduce effective demand and may 
set in motion secondary contractions of national income that will 
cause losses far outweighing any possible gains from international 
specialization. Thus it is intimately linked with modern explanations 
of the business cycle.^ 

The arguments for freer trade on the ground of abundance aire 
cosmopolitan rather than national. They are concerned with long-run 
tendencies in an open world economy, rather than with short-run 
considerations in a closed national economy. But economic and po- 
litical decisions are seldom taken on such long-run grounds. Ordi- 
narily they are governed by immediate expectations of local gains. 
The general good has little appeal to a businessman whose investment 
is threatened by foreign competition, or to a worker who clings to his 
present employment because he must find food for his family next 
week. The gains from international specialization are regarded dimly 
by those whose interests must be sacrificed if such specialization is 
to develop. The most resistant obstacles to freer trade are^rooted in 
a fear of cheap imports causing unemployment and loss to established 
interests. This fear is very great and in large measure is a fear of the un- 
known. The craft gilds and the gilds merchant long fought against 
national unification with its corollary of free trade within the na- 
tional , economy. There is no progress without some destruction of 
vested interests. 

At a time like the present when economic relations are out of joint, 

sCf. Ragnar Nurksc, ‘"Domestic and International Equilibrium/’ in Seymour E. Harris 
(cd.), The Neuf Economics, New York, Alfred A. Knopf, 1947, P* *^ 4 * [The Keynesian 
approach) furnished at one and the same time an explanation of two related matters: 
(a) the adjustment process of the balance of payments and (b) the international trans- 
mission of fluctuations in economic activity and employment. The result has been a quite 
fruitful marriage of two subjects that previously led quite separate existences under the 
conventional names of international trade theory and business cycle theory.** , 
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the fear of international competition is enhanced and greater than 
the jLisual stress is laid on stability and security, Nft one can foresee 
wljat shifts in the location*of industry and in production costs might 
result from freeiftg the channels of international trade. Currencies 
are still being revalued. The com|ietitive efficiency of wartime de- 
velopments has yet to be tested. In transport and communication, as 
well as in methods of production, a great scientific revolution is well 
under way. This is bound in the long run to bring about a new pattern 
of international specialization. Experience in somewhat similar 
periods of rapid and fundamental economic change suggests that those 
countries which anticipate and conform to this new pattern will gain 
a long lead over those which resist adaptation. The Costs of adaptation 
always loom large in such a confused and uncertain situation. Without 
freer international trade it is not possible to test the potential gains 
and estimate these costs. And there is in most countries, and among 
important economic groups, a great reluctance to give up the controls 
of external trade behind which existing employment has developed 
and sheltered. 

In theory full employment is consistent with freer trade. All ad- 
vocates of national economic planning for full employment argue 
that the maintenance of high levels of demand will be reflected in 
large imports as well as in high domestic production. This is ob- 
viously true. The experience ot the United States in recent years 
demonstrates the correlation between domestic prosperity and large 
imports. There is little dissent from the proposition that the most im- 
portant contribution any country can make to international trade is 
to maintain its own prosperity at a high and stable level. This is par- 
ticularly true for the great industrial countries. Their major imports 
are industrial raw materials the volume of which varies with the na- 
tional income and the level of employment. It is of immense impor- 
tance to the rest of the world that these imports be maintained at a 
high level. The country in which reasonably full employment is most 
necessary, if freer international trade is to be organized, is the United 
States. 

However, it does not carry us very far to argue that if all trading 
countries maintained high levels of employment, trade would move 
more freely and it would be easier to get rid of trade barriers. In the 
flux of trade and particularly in its reopening after the disturbance 
of trading channels caused by a great war, it is improbable that full 
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employment can be continuously maintained in all countries while 
competition is rearranging the pattern of international specialization. 
The assumption of doctrinaire advocates of freer trade is that in. the 
long run it brings full employment. That of many modern economists 
is tliat in the same long run, full employment >vill bring freer trade. 
The main attack made by these modern theorists upon the argument 
for freer trade is that it ignores the unemployment caused in the short 
run by national adjustments to a constantly shifting pattern of inter- 
national specialization. This cliarge can be reversed. Modem advocates 
of full employment policies only too often belittle the damage to 
international trade that is necessary if a country is to maintain ^sell 
in a continuous state of full employment. 

While these policy objectives are not contradictory in the theor^ical 
long run, they often do conflict in the practical short run. The practical 
problem for policy makers is to determine how much employment 
can be maintained with freer trade, or in reverse how much trade 
can be developed without causing undue unemployment. If policy ad- 
lieres rigidly to either free trade or full employment as an article o( 
faith, the other is likely to be sacrificed in a succession of short-run 
decisions. The only condition upon which both may ultimately be 
achieved is a reasonable flexibility which gives the greatest volume 
of trade at the least cost in employment. In practice this means either 
elaborate stabilization processes to regulate the external balance — 
processes which are difficult to administer without their degenerating 
into trade restriction — or acceptance of the necessity to ad just national 
incomes and employment to the shifting pressures of the international 
balance of payments. On the other hand, there must be readiness to 
devalue the national currency or to impose emergency imp>ort re- 
strictions to prevent an adverse balance of payments inducing drastic 
deflation and widespread unemployment. 

The doctrinaire free trader stands ready to plunge his country into 
severe depression rather than depreciate its currency or restrict its 
imports. The doctrinaire employment theorist stands ready to see 
his country sacrifice the advantages of international specialization 
rather than allow competition to reorganize the national economy 
consistently with its international trade position. This is another 
aspect of the many-sided conflict between energy and organization—- 
a conflict that is real in the short run and unreal in the long run/ 

1 Sec Chapter XVII, “National Econoniic Volicics, ' • 
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What is called for is antagonistic co-operation — the reconciliation of 
complementary and co-ordinate objectives. Only thp frustration of 
both* and disaster, can resnk if one objective is pursued to*the ex- 
clusion of the othe*;. 

Ck>n$ider the case of a small country which embarks upon a policy 
of full employment. Any such country that is socially and politically 
advanced to the point where full employment becomes a possible 
objective of policy is likely to have a relatively large volume of foreign 
trade. Its exports are likely to be specialized and directed to a few 
dominant markets. Its imports will be more varied and drawn from a 
somewhat wider area. This means that the country will haVe close 
international economic relations, particularly with its major markets. 
Stability of exchange and price relations with these markets will be of 
great importance. Therefore this small country will be sensitive to 
the fluctuations of income and of commodity prices in those markets. 
Most of the highly developed small countries have demonstrated that 
advanced social-security legislation is not incompatible both with 
high productivity and with a high degree of international speciali- 
zation and dependence. Various forms of insurance and pension leg- 
islation now safeguard the individual against the consequences of 
economic misfortune beyond his or her individual control — against 
accident, invalidity, old age, widowhood, orphanhood, and unemploy- 
ment. It is proposed to add to these social-security services provision 
for the maintenance of full employment. 

In practice this means that the government must spend from tax- 
ation or credit creation, in order to provide employment whenever 
private industry proves incapable of providing jobs at current wages 
for all jvho are willing to work. If the expenditure is financed from 
taxation this amounts to a redistribution of income within the com- 
munity. If it is financed by credit creation, tlic levels of income and — 
unless controls are imposed — the levels of prices will rise. This in- 
creased income will generate a demand for increased imports.* If the 
unemployment has been caused by domestic reasons, this will mean 
only that imports are restored to their former levels. However, if the 
unemployment is a reaction to a fall in export receipts — and this is 
more often the case — the increased imports will then cause a strain 
on the balance of payments. 

In the case w^here a small country suffers a loss of export receipts, 
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ability to maintain national income at a level compatible with full 
employment depends upon the imposition of import restrictions. 
This is, recognized by the exponents of full-employment theories. For 
a time the small country may bridge the gap in^its balance of 'pay- 
ments by drawing upon its liquid reserves of gold and foreign assets. 
In the future it may call, in such an emergency, upon the pool of 
foreign assets set up in the International Monetary Fund. But the 
limits of such emergency financing are very narrow. The next step 
it may take is to devalue its currency. This will tend to increase the 
sales of its exports and will also give to exporters a greater amount 
of local currency for a given sum of foreign currency. Devaluation 
will at the same time decrease imports by making them more expensive 
in local currency. This procedure, however, is apt to start a ch^in of 
reprisals. 

In the depression of 1931 Australia, after losing gold and running 
down its sterling assets, devalued its currency by 20 per cent. It was 
not long before New Zealand followed suit and Denmark followed 
New Zealand. There was some relief to the important exporting 
groups in each country, which amounted in fact to a redistribution 
of income within the country. What pulled Australia out of the de- 
pression was a balanced combination of deflationary and inflationary 
measures within the country — Avages and interest reductions com- 
bined with new credit issued by the Commonwealth Bank. It may be 
doubted whether even this well-planned and thoroughly publicized 
application of economic statesmanship could have been as successful 
as it was, if the strain on Australia’s balance of payments had not been 
relieved by the depreciation of sterling and the subsequent debt re- 
conversion and expansionist policies in her main export market. 

There are few countries capable of executing the sophisticated eco- 
nomic policies advocated by the exponents of full employment theo- 
ries. It has been argued that a single country can always pursue a 
policy of domestic expansion even when there is widespread depres- 
sion and unemployment in other countries. This may be true in eco- 
nomic theory. But it is difhcult to envisage China or India doing so, 
or even to assume that such countries in their present stage of de- 
velopment would be interested in the idea of full employment. Full 
employment is an industrial idea important only to countries with 
highly organized credit systems. These are the major industrial 
areas, such as the United States, the U.S.S.R., Germany, Britain, and 
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France. They also include many other countries — the secondary in- 
dustrial countries of western Europe, the British dOominions, and 
some of the more advancedb Latin- American countries — whose auton- 
omy in respect of monetary policy is severely limited by the extent of • 
their dependence upon export markets. 

Full-employment policy may be discussed in three forms. The first 
is that all the major trading countries pursue full-employment poli- 
cies, whether independently or by agreement. All maintain aggregate 
demand, and hence their demands for imported goods, at levels which 
make possible full employment in all countries without imp sing 
strain on the balances of payments. This is the most desirable situation 
tliat can be envisaged. The situation of the United States is crucial, 
because it is the greatest industrial country and the greatest importer 
of raw materials. If its industrial activity were sharply reduced in a 
major depression, so that its demand for imports declined heavily, 
those countries where employment now depends in large measure 
upon the United States* demand for their exports would have to accept 
a large degree of unemployment or cut themselves off completely, 
as has Russia, from international trade. In the same way but in less 
degree, the failure of any other industrial country to maintain full 
employment would entail strain upon its trading partners. 

There would be less concern about employment and less reluctance 
in other countries to remove import and exchange controls, if reason- 
able assurance could be felt that the United States would not allow a 
major depression to develop. It is constitutionally difficult if not im- 
possible for the United States to enter into a binding agreement to 
maintain full employment.® But it is evident that the development of 
employment policy in the United States will be watched with anxiety 
abroad. The U.S.S.R., which ranks next to the United States as an 
industrial country, is not a factor in this situation, since it pursues a 
unilateral policy of full employment and its import demands are so 
small that they do not much affect the level of employment in other 
countries. 

Some economists realize that there is no assurance that the United 
States can commit itself to international agreement to pursue full-em- 
ployment policies, and lack confidence in the ability of private enter- 
prise to control the national economy so that a major depression may 
be avoided. They have therefore been interested to explore a second 

•See Chapter XIX, “The Assiimpiiom of a Modern theorw" 
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form of full-employment policy. This is the possibility that a more 
limited regionak group of countries might form a multilateral trading 
area, mutually pledged to follow full-employment policies and to 
protect, themselves against other countries — notably the United States 
— exporting their unemployment in a great depression. Such a notion 
appeals to some British economists who visualize Britain as the center 
of such a multilateral system. However, the risks and disadvantages 
of such an experiment for Great Britain are considerable. Its pattern 
of employment is the result of past developments in which Briuin was 
the center of a world trading system, and more than any other country 
Britain remains dependent upon widely dispersed export market^ and 
almost equally widely dispersed sources of imported food andiraw 
materials. It would be difficult to organize the main British export 
outlets and sources of imports into a multilateral trading system 
pledged in a crisis to restrict imports from the United States. 

The third, and this is the most limited possibility of full-employ- 
ment policies, is that presented by independent national action. As 
the example of the U.S.S.R. demonstrates, it is possible to maintain 
full employment in one country, but only at the cost of sacrificing 
external trade connections; Should this alternative be followed by any 
appreciable number of countries, the regulations restricting imports 
would multiply and change so rapidly as to destroy any hope of re- 
building freer multilateral trade. 

It is tempting to begin the theoretical analysis of full-employment 
policies upon the assumption that, to begin with, all national econo- 
mies are in equilibrium at fidl employment. Equilibrium is defined 
as a balance of in- and out-payments without need either to deflate the 
national economy or to restrict imports. Starting from this ideal con- 
dition, tbe different causes of possible disequilibrium may then be 
examined, and it is not difficult to demonstrate that full employment 
can be maintained without disturbing the reasonably free flow ol 
trade.,If depression conditions develop within any country, they may 
be corrected by cheapening and expanding credit, and by government 
expenditures to provide employment. This wilt maintain import de- 
mands instead of forcing their restriction, and prevent the cheapening 
of exports which in effect amounts to exporting tlie country’s unem- 
ployment and setting up an international chain of deflationary influ- 
ences. If a country maintaining full employment is threatened with a 
M} " 
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surplus of imports by reason of depression conditions elsewhere, it may 
restria imports to the customary level. 

A, mcnre realistic assumption to make at present is that national 
economies are in disequilibrium at full employment. All are fully 
employed, but with few exceptions they have severe balance of pay- 
ments difficulties. Save in few countries in- and out-payments cannot 
be balanced without a strict regulation of imports. Most of the im- 
portant countries desirous of maintaining full-employment policies 
have already used up practically all their foreign assets and are able 
to finance their present regulated imports only by large. loans and 
gifts from the United States. Therefore, the question to be answered 
is not how to maintain equilibrium at full employment. It is how to 
get back to some measure of equilibrium without causing widespread 
unemployment. In a very real sense most of the countries which are 
now at full employment have already exhausted all the theoretical 
possibilities of maintaining their international equilibrium. All of 
the countries with balance of payments difficulties have had severe 
budgetary difficulties. They have parted with their liquid reserves 
and have imposed exchange control, import quotas, and all the ap- 
paratus of quantitative import restriction. 

This has been done already while external conditions are favorable. 
The United States and all the other industrial countries have high 
levels of national income. Therefore they have very high aggregate 
demand and import demands to correspond. This remained true, even 
though the mild recession in the United States during 1949 caused a 
fall in imports that was disconcerting particularly to the sterling area. 
Both for raw-material producers, such as the Latin-American countries 
and the British Dominions, and for such countries as Britain, which 
export mainly manufactured goods, export receipts are at high levels, 
but import restrictions are still necessary. Full employment is main- 
tained at wage levels that could not be maintained if the balance of 
payments was not controlled. These national economies are likq ships 
in full sail before a favorable wind, carrying every stitch of canvas that 
can be bent. If in a depression export receipts should drop sharply, 
much severer import restrictions would be necessary to keep the bal- 
ance of payments in equilibrium. The theoretical analysis of full em- 
ployment which starts from the assumption that national economies 
are in equilibrium at full employment explains what has happened up 
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to the present. The question now arises, where do we go from here? 

Part of the amwer to this question lies in the steps being taken to 
reconstitute the export capacities of the countries whose balance of 
• payments is adverse and to open wider export markets to them. The 
European Recovery Plan, including a considerable measure of con- 
tinued material assistance from the United IStates but depending 
mainly upon the effort of the European countries themselves, will 
increase export capacity and reduce import needs. The trade agree- 
ments negotiated at Geneva in 1947 will open markets in the United 
States and elsewhere for that increased export capacity, and will also 
open wider markets for United States exports. These aspects of a gen- 
eral recovery program are interdependent. There can be no restoration 
of multilateral trade unless the capacity of the countries hardestlhit 
by the war is restored. This involves not only a very considerable eflbrt 
of self-help, but also the provision of strategic aid — food to improve 
diets and to make extra effort possible, equipment to restore key in- 
dustries, and materials to restock inventories. Conversely the increased 
productivity will not be effective in solving balance of payments diffi- 
culties unless exports can be marketed. The reduction of trade barriers 
negotiated at Geneva will take time to become effective, since the 
hardest-hit countries will have to rebuild their export capacity and 
existing bilateral contracts will continue to channel trade to former 
markets. 

Another part of the answer lies in realignment of the exchange 
rates. During the summer of 1949, it became evident that the funda^ 
mental disequilibrium in the international balances of payments 
could not be righted without a depreciation of most other curren- 
cies against the dollar. The opportunity for widespread devaluation 
when the InternationaP Monetary Fund fixed currency parities in 
December, 1946, had been missed. It could be argued that, so soon 
after the war, it was premature to fix new exchange rates. The Fund 
accepted the rates that had been operative. These were maintained 
only by rigid exchange controls. Despite national and international 
recovery efforts, the trade controls which continued to constrict trade 
within bilateral channels continued to tighten. The most obvious 
result of this bilateral balancing was the difficulty which Britain (and 
most other countries) found in closing what became known as the 
“dollar gap.’* This was not the only gap in the circuit of payments. 
There were shortages of Swiss francs and other hard currencies, and 



THE GAINS FROM TRADE 827 

also of sterling and other soft currencies in many countries. The dollar 
scarcity was only one aspect of the failure to restore multilateral trade 
and* payments. It was not possible to balance payments bilaterally 
without provoking a succession of financial crises. 

. In July and August,. 1 949, it became clear that the sterling area was 
facing an unusually severe crisis. Despite a substantial gain in national 
production and an increase of British exports amounting to 50 per cent 
above prewar, the drain on the gold reserves of the Bank of England 
was increasing. Production was going into domestic consumption, ex- 
ports were going to Dominion and other sterling area countries rather 
than to the dollar area from which imports were badly needed. Sterling 
prices were too high except for buyers whose currencies were equally 
overvalued — who in any case had no option but to buy in sterling since 
they did not have dollars. The United States recession had reduced the 
American demand for such imports as rubber and tin, and this had 
aggravated the drain on the gold reserves. With the imminent prospect 
that this drain would force devaluation, orders for British exports 
dwindled. Speculation reinforced the pressure. Meantime imports 
had to be paid tor. The decision to devalue was forced by these de- 
velopments. Angio-American-Canadian conversations in early Sep- 
tember resulted in a series of arrangements to relieve the strain on 
the British balance of payments. The annual meeting of the Interna- 
tional Monetary Fund gave an opportunity to clear the arrangements. 
On September 18, 1949, almost exactly eighteen years after the pre- 
vious devaluation in 1931, the Chancellor of the Exchequer an- 
nounced that sterling would be devalued by 30.5 per cent, the dollar 
value being reduced from $4.03 to $2.80, and the sterling price of gold 
being raised proportionately. 

Simultaneously, or within a few days, a large number of other 
currencies were devalued. With the exception of Canada and Pakistan, 
the British Dominions — Australia, New Zealand, South Africa, India. 
Ceylon, and Southern Rhodesia — devalued with sterling. Australia 
whose rate had been 20 per cent below sterling did not take the oppor- 
tunity to regain full parity. Canada, caught between the United States 
and Britain, devalued only by 9.1 per cent. All the non-self-governing 
British colonies followed sterling also. The same course was followed 
by Denmark, Egypt, Iceland, Iraq, Luxembourg, the Netherlands and 
Indonesia, Norway, Finland, Burma, Eire, Sweden, West Germany, 
and Hashemite Jordan. 
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There were some variants from this pattern. Belgium devalued only 
by 12.3 per cenf. France (and her colonies) took the occasion to (bring 
her multiple rates into a greater measure ot uniformity, with the official 
rate falling by 22 per cent, Israel devalued only by** 7 per cent, Italy by 
1 1 .5 per cent, Portugal by 1 3 per cent, and Thailand by 20 per cent. 
Greece, however, devalued by 33.3 per cent. Switzerland did not de- 
value but took the opportunity to bring the high exchange rate on 
financial, as distinct from commercial, transactions to parity again 
with the dollar. 

Further devaluations were inevitable. Argentina announced on 
October 3 that the free peso rate would be devalued by 46 per cent! but 
that an elaborate sliding scale of rates would be set for particular 
import and export products. Not all the rates were announced, \but 
for such exports as wool, edible oils, hides and quebracho extract, 
which were mainly exported to the United States, the devaluation was 
slight. British meat prices were unaffected. The effect of these com- 
plicated arrangements was to strengthen the detailed control exercised 
by the Argentine government over the terms of bilateral agreements 
for the sale of specific products. There was general expectation that 
Uruguay and other Latin-American countries would be forced to ad- 
just their^ exchange rates also. 

Broadly speaking, these events could be summed up as a world*wide 
depreciation of currencies against the dollar and the Swiss franc. Some 
minor currencies remained unaffected, at least for the time beings but 
the net effect of the changes was that exports from the United States 
were more costly in most currencies, while payments in those cur- 
rencies were cheapened. The extent to which these exchange adjust- 
ments would be reflected in the prices of goods entering into interna- 
tional trade could not readily be estimated. It would take time for the 
adjustments to settle down. The ex[>ectation that all British goods sold 
in the United States would fall by 30 per cent was naive. The whole- 
sale price landed in the United States might fall, provided costs of 
production, including wages, did not rise in Britain, and providing 
also that the exporters did not conclude that demand was inelastic and 
could not be expanded by lowering dollar prices. The exporters of 
Scotch whisky and Canadian newsprint, for example, had maintained 
their dollar prices. Costs payable in dollars, including import duties, 
freight, advertising, and distribution costs, formed a substantial part 
of retail prices and these remained unchanged. It was possible that 
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there might be a substantial increase of imports, less from Britain and 
western Europe than from the Dominions and coloniA. Such materials 
as wool, rubber, jute, coir, f>o$sibly oil, would be sharply competitive 
with United State! production. The more serious effect on United ’ 
States production and prices would be felt on the export side, particu- 
larly by agricultural exports such as wheat, cotton, tobacco, lard, and 
dried fruits, but also by some manufactured exports.. 

Trade would be forced into multilateral channels to the extent 
tha^t devaluation was not counteracted by inflationary pressures. Since 
the price of United States imports would rise in sterling (by 44 per 
cent), Britain would seek alternative import sources. At the same time, 
more export pressure would be directed to the high-priced dollar 
markets and away from soft-currency markets, not only by British ex- 
porters but by those of most other countries. If tl)is redirection of 
trade led quickly to a loosening of quota restrictions, exchange con- 
trols, and bilateral purchase agreements, there would be substantial 
progress toward equilibrium in the international balances of pay- 
ments. Encouraging steps had been taken toward the loosening of such 
restrictions in the trade between western European countries, includ- 
ing Britain; but the most important step to be taken was in the re- 
laxation and gradual abandonment of bilateral bulk purchase agree- 
ments. The Argentinian action served notice that such relaxation 
would be opposed; but without it multilateral trade could not be re- 
stored. Unless it was restored, the devaluation would not solve the 
disequilibrium in the balance of payments. 

It should be noted that devaluation aims at securing equilibrium, 
not by creating unemployment, but by reducing real wages and living 
levels. Living costs will rise and imports from the dollar area will be 
reduced. An attempt will be made to hold wages and profits at or near 
present levels. The costs of adaptation have been spread over the whole 
economy. But flexibility in this adaptation is also necessary. The effects 
of devaluation undertaken at full employment are quite different from 
those when unemployment is rife. It is not possible suddenly to in- 
crease production. Exports must be diverted from old to new markets, 
which necessitates changes in the industrial structure. This involves 
accepting some measure of transitional unemployment when workers 
must be shifted out of shrinking industries. Everyone accepts the in- 
evitability of seasonal unemployment and no one expects painters to 
be regularly employed during the winter. The unemployment which 
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results from adapting the structure of national industry to interna- 
tional trading competition must be accepted also — if there is to be any 
world trading system. 

One unfortunate result of using such methods o*f government inter- 
vention as import restriction, price supports,, and increased public 
expenditures, to avert passing and sectional forms of transitional un- 
employment, is that they are not then available to stave off a major 
depression. If called into use prematurely or too often they lose much 
of their potency. When a major depression begins to develop, the na- 
tional economy needs a shot in the arm. Great public works can be 
launched. Industrial programs by great corporations, which are in 
the nature of public works, can be carried out to take up the slack of 
employment. Government can reduce taxes, and monetary authorities 
can make credit cheaper and more readily available. Bold and vigor- 
ous action of this kind previously concerted could go far to stave off 
such a general collapse as overtook the national economies in 1929-33. 
But such a program cannot be executed successfully if the reserves of 
government and business have already been frittered away in dis- 
persed efforts to prevent minor unemployment in consequence of 
structural adaptations of the economy to the restoration of equilib- 
rium in the balance of payments. 

Together with national power and abundance stability of employ- 
ment is a third co-ordinate objective of policy. It may sometimes be 
necessary in the interest of power to forgo the undeniable advantages 
of international specialization and freer trade. This may be the case 
also in regard to employment. Rather than plunge the economy into 
severe deflation, it is better to depreciate the exchange rate or restrict 
imports. However, the country which in peacetime can develop free 
and flexible enterprise serving a world, or at least a large international 
market, will have more power to mobilize in a war emergency. In the 
same way, such a country will not only attain higher living levels but 
will have a better chance of combating large-scale unemployment, if 
it keeps the powerful weapons of fiscal policy, exchange depreciation 
and import restriction in reserve against a really serious emergency 
than if it discharges them prematurely in a vain effort to avoid adapt- 
ing itself to its international market needs. Otherwise, it will come to 
the emergency with no alternative but to tighten already imposed re- 
strictions to the point where they sacrifice the advantages of inter- 
national specialization. Full employment is not the alpha and omega 



THE GAINS FROM TRADE 8S1 

of policy. It would be relatively easy to devise means by which every- 
body^ was fully and in the long run compulsorily employed and work- 
ing,harder for lower living levels. Real income levels are tKe more 
significant test of prosperity — not employment. 

There is a growing consensus amotlg economists that the free-trade 
doctrine based upon the tacit assumption of full employment ignores 
very real problems and that the extreme statement of the case for full 
employment ignores the risks involved in interference with multi- 
lateral trade. Discussion of these questions indicates the emergence 
of a middle ground. There is no predetermined formula for economic 
.statesmanship in this field. Success in securing the long-run benefits 
of international specialization without inflicting severe short-run dis- 
locations of employment on the national economies of the trading na- 
tions will be achieved, if at all, by consultative co-operation rather 
than by adherence to formulae or to institutional mechanisms. 

Timing is always an important element in policy. Judgment in this 
respect and in regard to the weight to be attached to different factors 
in a complex situation is often more important than refined theoreti- 
cal analysis. In dealing with large economic aggregates and with mass 
psychological reactions, considerable leeway must be allowed for ad- 
ministrative discretion. Since the governing decisions of economic 
policy mu.st be prepared by consultative discussion over a long period 
and must then be given time to take effect, such decisions cannot 
safely deal with detail. Thus there is need for the framework of agreed 
principles and for the machinery to focus consultative co-operation 
that the specialized agencies of the United Nations were designed to 
provide. 
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The theme of this book has been that throughout recorded history 
new forms of trading have disturbed the established political order. 
Through all the groupings and regroupings of peoples, the shifts in 
|x>wer and the development of political ideas, the trader has woven 
and rewoven his web of international economic integration. This 
tendency toward integration has often been thwarted. The economic 
unity of the trading world has been broken at times as it was in the 
Dark Ages, when western Europe was cut off from contact with the 
more developed civilizations of Asia. Every Stage in the economic 
expansion of Europe was connected with attempts to reopen the 
channels of trade with Asia. Again new forms of political power have 
sometimes destroyed the old economic order. More often the old order 
has mobilized its political strength to restrain new trading ventures. 
Yet the integrating tendency has persisted. 

Once again the pattern of international relations is being rewoven. 
In this reweaving there will be fundamental changes of political and 
economic institutions. The main reason for the present confusion in 
the world is the collapse of western European leadership. The h^em- 
ony that western Europe had exercised over world economics and 
politics since the sixteenth century came to an end in 1914. After two 
destructive phases of this conflict, the countries of western Europe 
must themselves receive help to reorganize their institutions. They 
are torn by discords, which are reflected in the weakness ctf their 
moderating social groups and the increased strength of their extteme 
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parties. But tliese discords echo more than the passing disruptions 
caused by two world wars. The fact is that the European system of 
worfd economic development has collapsed. Western Europe no 
longer holds the gorgeous East in fee. The western European cpuntries* 
liave been living beyond their meai^s^ For more than a generation 
their living standards have been maintained and their international 
payments have been balanced by the sacrifice of past capital invest- 
ment and by their receipt of loans and gifts. 

The long succession of loans and gifts has come largely from the 
United States. There were the loans of the first World War and re- 
construction period, the heavy outflow of commercial loans from 1925 
to 1929, and, since the second World War, lend-lease, military occupa- 
tion costs, relief and rehabilitation grants, loans from the Export- 
Import Bank and the Treasury, and more recently loans and grants 
from the Economic Q)operation Administration. The international 
institutions — the International Bank and the International Monetary 
Fund — have also acted as a channel through which dollars have flowed 
to Europe. A conservative estimate of the total net outflow of credit 
from the United States to Europe since the first World War would 
come close to $75 billion. Most of this lending was political rather 
than economic in character. A good case can be made for most of it. 
But, however good the case, such a credit flow was not likely to go on 
indefinitely. Whenever it stopped, as it did in 1929, the result was 
severe depression, unemployment, and lowered living levels. By far 
the larger part of the credit has been used to enable Europe to con- 
tinue consuming more than it produced rather than to increase its 
productivity. Most of it is now written off or in default. No criticism 
is implied in these statements. Rather they are statements of fact. They 
are intended to point out the necessity to reorganize rather than to 
restore economic activity in the modern world. 

Since the second World War ended in 1945, not only western Europe 
but most of the rest of the world has been dependent upon a continu- 
ing flow of foodstuffs, raw materials, and capital equipment supplied 
on credit by the United States and other New World countries. The 
statistics of world trade in 1947 told a melancholy story. Of the eighty- 
two countries for which statistics were available, all but sixteen were 
itnporting more than they exported. The United States accounted for 
more than 85 per cent of the total value of the export surpluses — its 
excess of ex|x>rts over imports being $8,8255 million. Tlie countries 



834 


THE COMMERCE OF NAl IONS 


next in line were Argentina with a surplus of $327 million, and Aus* 
tralia with $236 million. In 1948, out of 71 countries only had 
active export balances. It is true that those figures record only com- 
modity. trade, so that they cannot be taken as 2m accurate picture 
of the world's balances of payments. However, there was no doubt 
that by far the larger part of the world was running into debt on cur- 
rent trading account, mostly to the United States. 

Two broad conclusions may be drawn. First, the situation in the 
latter half of 1948, as the European Recovery Plan swung into active 
operation, bore an ominous resemblance to that in 1925, when the 
commercial flow of loans from the United States ushered in a fewlyears 
of reconstruction and recovery. However, there was still time fo|r the 
Economic Cooperation Administration to demonstrate that economic 
activity could this time be reorganized with such aid along lines that 
would enable the European countries to maintain their living levels 
without the need for subsidies by way of loan or gift. Necessarily, its 
first transactions had mainly taken the form of grants to sustain con- 
sumption levels, but the European economy had to be reorganized 
if it was to fit into the changed postwar world. Most European coun- 
tries were producing more in 1948 than they had produced in 1938, 
but population had increased in the meantime. The recovery was un- 
even. The 1948 harvests were good but agriculture still lagged behind 
industry. Moreover, it was necessary not only to increase production, 
but to export a greater part of that production. There was real danger 
that the experience of high costs and shrinking markets which 
cramped exports from most European countries after 1925 might be 
repeated. Costs w^re high and creeping higher. As early as 1948 there 
was discussion in Britain of “frustrated exports,” that is, goods pro- 
duced for export under a national plan for which no markets had been 
found. 

It was inevitable that the European balances of payment would 
come under heavier strain when the years of grace expired before 
interest and repayment fell due on the succession of loans. The strain 
would become cumulative as the scheduled payments increased. It 
was too soon to tell whether the United States would continue to make 
credit available over this period of strain. Though its price structure 
was creaking and there was in prospect a succession of price readjust- 
ments lx?ginning with farm prices, national income and employment 
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were at high levels and seemed likely to be substantially maintained 
as long as the international lending program continued on or about 
the present level. Therefore, it was probable that a few short years 
remained in which,preparations might be made to face the necessary 
readjustments as the loan flow upered off. 

The second conclusion to be drawn from current trade statistics 
became more important. It was that a greater ^ort of constructive 
imagination than had yet been made was necessary to reorganize the 
free multilateral clearing of payments on account of world trade. 
'Negotiations had been going on since 1945 to create an International 
Trade Organization but they had not been brought to a successful 
conclusion. It was true that, for 23 countries conducting about 70 per 
cent of the current value of world trade, the General Agreement on 
Tariffs and Trade negotiated in 1947 at Geneva had reduced tariffs 
and had set forth a basis of agreed principles for the conduct of multi- 
lateral trade. The tariff reductions had gone into effect but the agree- 
ment on trading principles was academic as long as quotas, exchange 
control, bilateral purchase agreements and the other instruments of 
quantitative trade regulation retained their validity and effect. 

Even if this General Agreement could be brought fully into opera- 
tion, its regional scope was limited. Twenty-three countries did not 
suffice to restore world trade. There were essential links in the chain 
of multilateral payments that lay outside the control of these twenty- 
three countries. Was it enough to restore production in Europe? The 
United States program of aid to Europe had been conceived in terms 
of military strategy. It is a cardinal principle of such strategy to con- 
centrate force upon major objectives, even if such concentration must 
accept the calculated risk of an exposed flank. It is very doubtful 
whether this principle can safely be applied to the co-operative tasks 
of economic reconstruction. It may prove a fatal error to neglect any 
important segment of the payments mechanism. 

Eastern and southeastern Asia was such a segment. Without excep- 
tion the balance of payments of every Far Eastern country had de- 
teriorated between 1938 and 1948. Though in most of these countries 
the higher postwar prices were reflected in increased export values, 
imports had increased more than exports. There were substantial 
increases of export values in the firmly administered colonial areas, 
Hong Kong and Malaya, and also in the independent areas of relative 
stability, Ceylon, India, the Philippines, and Siam. During the war 
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there had been a considerable repayment of external debt, especially 
in India, but inports from the dollar area had to be restricted to 
avoid creating new debt. After the first AVorld War, Japan arid the 
Netherlands Indies had been the largest exporting countries in the 
Far East, but their exports are now reduced and their balances of pay^ 
ments are adverse. In 1938 the Netherlands Indies had an export sur^ 
plus of $101 million. In 1947 there was an import surplus of $i5r, 
million, even though imports had fallen by 30 per cent in the mean- 
time. 

The collapse of empire in Asia constituted the Achilles heel in 
any attempt to restore western Europe and to rebuild a world, trad- 
ing system patterned on the nineteenth-century model. The political 
and economic situation there was a challenge to devise new f^nis 
of trade and investment, rather than to revive the pattern of the 
past. The notion that the United States could do in the twentieth 
century what Britain did in the nineteenth contained a large element 
of truth. There were many parallels between the economic position 
of the United States and that held by Britain when the machine prex • 
esses of the Industrial Revolution gave her technical and economic 
leadership. The United States was impelled, as Britain was then, to 
lead in the development of world trade and investment. But the 
strength of nationalist sentiment was now such that trade could be 
revived only by dovetailing it with national aspirations. It was an il- 
lusion to believe that the leaders of the illiterate and poverty 
stricken masses — in eastern Europe, the Near East, and Africa, as well 
as in Asia — would accept any attempt to reorganize trade and invest 
ment along nineteenth-century lines. For many centuries the eco- 
nomic life of the world had been dominated by the aggressive efli 
ciency of western Europe and its offshoots overseas, but this dominance 
was already challenged. And it would meet with further challenge. 

European capitalism had had long innings in such countries as 
India, Indonesia, Burma, and Indo-China, and the inhabitants of 
these countries were not prepossessed in its favor. There was a stirring 
of social discontent which gave vitality to nationalist movements in 
those countries. The leaders of those movements have been repelled 
by the Soviet disregard of civil liberties. But they have been impressed 
by the r.aptd economic development of the U.S.S.R. While many ol 
them are aware that national independence is likely to result at the 
outset in some measure of economic inefficiency, they are resolved to 
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create a new social order. And they are inclined> in Pandit Nehru’s 
words, *‘more and more towards a communist philosophy.” ^ It would 
be Idealistic, therefore, to at cept the fact tliat any reorganization of 
international econcJmic co-operation which is to command the support 
of these newly emancipated masses mtrst give scope not only to their 
nationalism but also to their will to economic indejjendence. 

Any framework of international economic consultation ^nd co- 
operation, if it is to survive, must be flexible enough to accommodate 
at once a shifting balance of power and a considerable shift in eco- 
nomic relations among the nations. Also it must be tolerant enougli 
to accept considerable differences of political and economic philoso- 
phy among them. In so far as the world trading system has rested upon 
a division of labor between advanced industrial and creditor coun- 
tries and backward raw-material producing and debtor countries, it 
must be refashioned. There will always remain scope for the territorial 
division of labor. But inevitably this division must come to be based 
upon differential advantages in natural resources rather than upon a 
subordination of skills. The prime factor of production is skilled labor. 
And of the human skills, the organization of technical knowledge is 
not only the most productive but that most readily transferable across' 
national boundaries. The dominant white race has no monopoly 
either of technical aptitudes or of organizing capacity. It is unlikely 
that the newly independent governments of peoples that have hitherto 
been backward in economic development will be content to have their 
national economies remain at a primitive agricultural and handicraft 
stage of development. Nor will they be content to leave the ownership 
and management of their industries in foreign hands. 

International trade has gone through many phases. In the first half 
of the nineteenth century, it was still an exchange of European manu- 
factures for products of native origin — hides from California, spices 
from the tropical East, silks and porcelain from China. From about 
1 860, there was a clearly marked development when western Eurppean 
capital began to be invested in ports, railroads, and plantations all 
over the world. Production was then developed on a large scale for 
export to Europe. Mining enterprises together with tea, cocoa, coffee, 
sugar, rubber, jute, and indigo plantations, tin smelters in Malaya, 
and refrigerated meatworks in the Argentine with transport facilities 
to match, swelled the volume of world trade. This outpouring of 

I Jawaharlal Nehru, Towards Freedom, New York, 1941. 
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capital equipment and organizing skills raised the totals of both ex- 
ports and imports, but the colonial world became tributary to and 
dependent upon the enterprise of western Europe. This dependence 
has come to an end. ^ 

If international trade and investment are to be reorganized in Asia, 
it must be by methods that will give to these formerly dependent peo- 
ples the opportunity to develop their own resources and skills for their 
local as well as their export markets. The national plans now being 
drawn up lean heavily upon the Russian experience — not necessarily 
in the socialization of industry, but in the priorities of development 
and the location of strategic industries and above all in the trjaining 
of technicians. If necessary, these underdeveloped countries vfill en- 
dure a transitional period of suffering and disorganization, during 
which such increased productivity as is made possible by forced sav- 
ings and draft labor is withheld from consumption, in order to ac- 
cumulate the capital equipment necessary for modernization. It is 
on this frontier of development that the greatest opportunities for 
the expansion of international trade will occur. These are the oppor- 
tunities that call for new types of inventiveness and enterprise. There 
is greater scope than ever before for private enterprise, but it must be 
prepared to accept and to work within the new political order. 

In the past, there has been a confusing conglomeration of economic 
functions — enterprise, the mobilization of resources and labor for the 
construction of capital undertakings, the actual construction, the 
ownership and the management of the enterprise once completed. In 
recent years in the more developed countries, particularly in respect 
to the greatest undertakings, there has been an increasing separation 
of these functions. Ownership and management are no longer syn- 
onymous terms. Construction is farmed out by both private and 
public enterprise. Public regulation of services affected with a public; 
interest is increasing. This is particularly true where there is an ele-j 
ment of monopoly in the service. 

The potentialities of the new scientific knowledge will call forth 
new combinations of private and public enterprise. There is hardly 
any aspect of economic progress in which these elements are not inter 
^ twined. For example, in the recent development of California when 
thet,.puiation and productivity are increasing at a far more rapid ran 
outse..j the average in the United States, there is a great deal of privati 
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enterprise. However, power comes increasingly from the great water 
conservation projects of the Federal government, ki many respects 
the limiting factor in deveUpment is the availability of water.' Behind 
the whole development, in addition to the applied engineering re-* 
search of great corporations, lies the l/asic research and advanced train- 
ing which is the product in the main of public educational institu- 
tions. 

The distinction drawn so sharply between government and eco- 
nomic enterprise in the nineteenth century is breaking down. The 
particular forms of social organization which that century found con- 
venient are pot sacrosanct. Adam Smith, on the eve of the Industrial 
Revolution, committed himself to the dictum that joint-stock enter- 
prise was an unsuitable form of organization for all but a limited 
range of routine economic activities. However, it was not long before 
this joint-stock form of organization became not only necessary, but 
the most progressive and efficient method of carrying out the large- 
scale undertakings made possible by the industrial application of new 
scientific discoveries. Those who still maintain that public enterprise 
is incapable of innovation, or even of efficient operation, except in 
limited and routine fields, may find their obiter dicta falsified by 
events. 

The important objective in modern economic organization is the 
effective leadership of a general staff of technicians of diverse qualifi- 
cations. The most dramatic example of such leadership and teamwork 
in history was the vast economic organization implementing the ap- 
plied scientific and engineering research that produced the atomic 
bomb. It was a two-billion-dollar project that employed thousands of 
highly trained technicians and tens of thousands of employees. The 
planning was clearly an example of public enterprise. There were 
no high-salaried executives on the central planning staff, which was 
recruited from the universities, the services, and from private industry. 

I There was a very considerable measure of private enterprise involved 
in the construction and operation of plants and also in the supply of 
equipment on contract. Those who participated in this undertaking 
as individuals or as executives of private industry gained insight and 
know-how in a new field of vast scientific and industrial possibilities. 
This was a momentous achievement, but it was carried to success in 
wartime w^hen there was no political interference. The subsequent 
iDperations of the Atomic Energy Commission have been subjected to 
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harassing criticism and investigation, rendering difficult the recruit- 
ment of scientists and thus endangering the whole enterprise. 

A great variety of experiments might be cited to illustrate tKe fact 
that new forms of international economic enterprise are emerging. 
United States corporations are pouring capital into the petroleum- 
rich areas of the Near East, securing concessions from the local gov- 
ernments and letting contracts by which engineering firms build pipe 
lines, roads, airfields, port facilities, and schools. The Rockefeller 
interests are creating new local industries in Latin-American coun- 
tries, with the active aid of the governments and the participation of 
local interests. It has become standard practice among many corpo- 
rations not only to secure the participation of local capital in branch; 
enterprises abroad, but to seek and if necessary train managerial staff 
from the local community. While private enterprise is developing 
new techniques, governments are also experimenting. Thus the 
Unilever interests are actively promoting economic development in 
British West Africa, and the Colonial Development Corporation set 
up by the British Colonial Office is also engaged in fostering new 
agricultural industries in central and east Africa. For this purpose it 
is using the most modern methods, such as aerial surveys, contour 
terracing, mechanical clearing, cultivation and harvesting, develop- 
ment of public health, scientific research, and educational institu- 
tions. 

But the major challenge to the resourcefulness of the Western 
world lies in Asia. The circuits of world trade cannot be closed, and 
multilateral clearing of payments cannot be restored, unless practica- 
ble means can be found ^yhereby the newly independent and sensitive 
governments of eastern and southeastern Asia may utilize the techni- 
cal skills, the drive, and the organizing experience of the scientific 
West. In large measure the problem is one of utilizing the productive 
capacities of corporate enterprise in ways that are acceptable to the 
nationalism of these underdeveloped countries. Europe’s problem 
of payments cannot be solved, nor can Japan’s manufacturing capac- 
ity be restored, unless outlets can be found for their exports, particu- 
larly in Asia. At the same time it is necessary to develop an increasing 
export of raw materials from Asia to the United States. Thus the ex- 
pansion of productivity in Asia is the key to this triangular develop- 
ment, in order that payments may flow from the United States to 
Asia, from Asia to Europe, and from Europe back to the United 
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States. Productivity cannot be expanded in such countries as India, 
ChingL, and Indonesia unless capital, technical skillf and organizing 
drivje are made available to them on a large scale. But the capiul and 
organizing drive art not welcome on the old terms. New forms of co- 
operation must be developed which will strengthen the political in- 
dependence and meet the economic needs of the Asiatic countries. 

The Western world, and particularly the United States, has much to 
offer to these underdeveloped countries. The people of the United 
States, which was itself born in revolution, should be able to call upon 
their historical experience to understand the political and economic 
problems faced by such governments as those of Indonesia and India. 
Co-operation is made more difficult by the fact that leadership of many 
of the nationalist movements has fallen by default to nationals of 
the Asiatic countries who have been trained as instruments of com- 
munist world revolution. The power struggle takes many forms. The 
U.S.S.R. has gained an advantage by reason of having trained emis- 
saries in good time so that they are now able to gain control of man> 
nationalist movements. The surest way to lose the power struggle in 
Asia is for the United States to support reaction because it fears the 
spread of communism. To insist stiffly upon property claims built up 
under imperialist regimes and to support regimes or national cliques 
that cling to past privilege is to become an ally of the decaying past. 
The weakness, inefficiency, sensitivity, and often the pretentions of 
those who speak in the name of nationalism may be exasperating but 
the future lies in the development of productivity under national 
auspices. The British did more trade with the United States after 
1776 than they formerly did with the colonies, and this could be true 
again, now that the independence of such countries as India is estab- 
lished. 

The best way for the United States and western Europe to meet 
communist pretensions to leadership in long overdue social reforms 
is to take over that leadership. Social change will come. The oiasses 
of non-poUtical but poverty-driven peasants may be inarticulate in 
their sufferings, but they will not always remain dumb driven cattle. 
Whether their power is ultimately exerted in a succession of social 
upheavals that destroy all possibility of co-operation with the techni- 
cally efficient Western world, or whether it functions in the process 
of working out such co-opera*ion, depends largely upon the imagina- 
tive insight and inventiveness of those who have the economic power 
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to create new forms of international economic co-operation. This 
question is urgent. The infant United States responded to the en- 
couragement and help that Lafayette brought in the critical and 
‘ formative years of the nation, with a warmth of ‘friendship toward 
France that lasted for generations. The weak fledgling governments 
of Asia need such encouragement and help now. 

No one can foresee what may emerge from the confused situation 
created by the rapid application of new scientific knowledge to new 
industrial, transport, and communication processes, by the nationalist 
awakening of large masses in Asia, and by the competition for their 
allegiance between the aggressive individualism of the Western world 
and the equally aggressive and more coherent communism of thet; 
world revolutionary movement directed from Moscow. It is not diffi- 
cult to suggest methods by which Western enterprise might effectively 
be employed in reorganizing international economic co-operation. 
The main instrument of economic development will be private en- 
terprise; but public corporations and those combining elements of 
public and private enterprise are likely to play a larger role than here- 
tofore in the planning and conduct of economic transactions which 
cross national boundaries. The practices of government, as well as of 
business, are likely to be transformed in the process. There will be 
devolution of government functions upon specialized agencies, and 
regional decentralization also. This double devolution may cross na- 
tional boundaries as it has crossed state boundaries in the case of the 
Tennessee Valley Authority. New forms of organization more flexible 
in their operation are likely to be invented. 

The forms of investment also are changing. Direct entrepreneur 
investment with varied forms of both public ^nd private participation 
is likely to play a larger role in international economic development. 
Many contractual relationships — private, semi-public, and public — 
are likely to be tried out for a great variety of specific purposes. In 
these contracts, the training of local technicians and the transference 
of know-how will be an important consideration. 

Some functions of government may be delegated. There can be re- 
gional decentralization. And as the functions of government are ex- 
tended — for example in such fields as the generation of power — new 
institutions can be created to discharge these functions within the 
limits laid down by the central governm^t. In the United States, in 
addition to the hierarchy of local government, a whole series of public 
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agencies, corporations, and commissions, discharge governmental 
functions within the limits laid down by statutS. Among these 
are. the Atomic Energy Cofnmission and the Economic Cooperation 
Administration. CSngress remains the supreme deliberative assembly, 
but its overburdened calendar need ndt be cluttered by administrative 
decisions in technical fields. More and more it tends to become the 
dispenser and controller, rather than the sole seat, of democratic au- 
thority. The same kind of double devolution on a regional and func- 
tional basis is taking place in other countries. Other congresses, parlia- 
ments and presidia are coming to preside over similar dispersals of 
function among localized and specialized agencies. Inevitably there 
is a struggle for existence among these agencies and the pattern of 
institutional development varies from country to country. But in all 
it becomes more complex and less centralized. 

Increasingly the application of new scientific discoveries to trans- 
port and communication brings the peoples of the world into closer 
contact on a wider variety of activities. As these activities cross na- 
tional boundaries, these specialized agencies of national government 
must fit their policies together by consultative co-operation cleared 
through the international institutions which form a nexus in the 
United Nations. Thus the organs of national government tend to be- 
come the focusing centers of authority, intermediate between the 
ramifications of speci^ilized national agencies, and the embryonic or- 
gans of world government. 

It may seem theoretical at the present time to speculate upon possi- 
ble developments of this or a similar nature. Nationalism is very 
strong, and there is still reluctance in many influential quarters to 
accept any hint of limits to the rights either of private business enter- 
prise or of national governments. This outline of possible develop- 
ments may not be a correct anticipation of future trends. It has been 
set down to convey some concrete notion of what historical experience 
suggests is likely to prove an inescapable development. The forms of 
organization that will be found suitable to the political and technical 
conditions of the near future will develop out of, but will differ radi- 
cally from, the forms that have been evolved from the experience of 
the past. 

It would be a mistake to prepare a framework of international con- 
sultation with codes of economic behavior that attempt to re-create 
the institutipnal relationships of the recent past. To make such plans 
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at the close of a great war and in the middle of a period of accelerated 
social change wocild be equivalent to the mistake often charged against 
professional soldiers who are said in times of peace to prepare dili- 
gently against the preceding war. Since experience's the most obvious 
basis on which to plan, there is a natural temptation to prepare safe* 
guards against the recurrence of preceding depressions and to plan 
Tor the restoration of forms of trading, investment, and monetary 
management that have become familiar in past experience but have 
little chance of being restored. The validity of the international in- 
struments clustering about the United Nations will be judged in 
practice by their capacity to deal with situations and trends that can- 
not now be anticipated. It is unlikely that codes of international ecd- 
nomic co-operation can be elaborated sufficiently to anticipate all 
future contingencies. It is still less likely that procedures can be de- 
vised to anticipate the proportions and relative weight of the prob- 
lems that will arise. In all of them much scope must be allowed for 
“masterful administration of the unforeseen.” 

The primary importance of the codes, and of the institutions set up 
to interpret and administer them, will lie not so much in binding 
commitments to prearranged courses of action in particular circum- 
stances, as in the procedures devised for continuous consultation and 
improvisation of policy. An overelaboration of written constitutions 
may in practice prove a handicap to growth and development. It is 
obviously necessary to lay down broad principles of common action, 
but it is equally necessary to provide for the flexible application of 
those principles to changing circumstances. In many ways the most 
important function that tlie new international institutions can dis- 
charge will be to provide means whereby greater insight may be gained 
into the realistic understanding of international relations. This was 
the most permanent legacy of the League of Nations experiment. 
Re.search studies by the secretariat can contribute to this irfsight, but 
the. greater contribution is that made by continuous consultative co- 
operation among the technicians of national governments on matters 
of common concern. 

The international organs of consultation must be talking-shops, 
even when they have sperihe functions to perform, as have the Inter- 
national Bank and the International Monetary Fund. While the talk 
may be highly technical and in some cases it may be secret, it is the 
making of contacts and the continuous exchange of information to be 
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critically analyzed that is essential. Understanding must precede any 
attempt to formulate common policies of action, wbether thest poli- 
cies be highly technical, a» in the determination of appropriate ex- 
change rates, or deal with large issues of public policy, as in. the or-* 
ganization of social-security services^ Research in its broadest sense 
and continuous discussion are the foundations of consultative co- 
operation. 

It follows from this analysis that progress toward world governmeni 
cannot be simply a matter of framing a world constitution, devising a 
code of international law, and organizing an international police 
force. Conceivably, authoritarian forms of world government could be 
established and maintained by militant minorities whose primary 
allegiance is to an elite organization transcending national bounda- 
ries, though at present this is unlikely. To some extent this has already 
happened where Soviet-trained leaders have seized power and or- 
ganized dictatorships in the name of tlie proletariat. Democratic gov- 
ernment, on the other Jiand, depends upon the consent of the gov- 
erned. No system of democratic government is stronger than the 
loyalty it commands and the common will it can mobilize. Democratic 
forms of international co-operation must accept the fact that the 
dominant loyalties of the present generation are national. To build 
up a common will to enforce international peace and to create instru- 
ments of international justice must involve a transcending of national 
loyalties and a surrender or delegation of national sovereignties. Until 
the majority or at least an effective minority of men and women be- 
come citizens of the world, prepared in a crisis to subordinate their 
patriotism to the loyalty they owe the world community, democratic 
world government will remain a dream. 

The alternative of co-operation between sovereign states is posed, 
on all major issues, by the impasse that developed after the war ended. 
The groups within the United Nations led by the United States and 
the U.S.S.R. have come to complete disagreement on disarmament, 
the control of atomic energy, and the organization of an international 
police force. It is true that there have been limited successes on inci- 
dents where the United States and the U.S.S.R. agreed on the action 
to be taken, notably by sending an international commission to imple- 
ment a truce between the Dutch and Indonesians and by the stoppage 
of hostilities between Arabs and Jews in Palestine. Hut the shadow 
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of increasing suspicion and conflict between the two great-power 
protagonists has Inade progress toward the organization of coIle;ctive 
security impossible for the time being. ^ 

Outside the framework of the United Nations’ proper, there are 
three possible methods of negotiation between the contending powers. 
The first is by direct negotiation among the great powers in an at- 
tempt to reach a basis of agreement on the major issues of conflict. 
The second is by co-operation in regional organizations. The third 
is by co-operation in regard to the specific technical questions which 
the specialized agencies associated with the United Nations have been 
created to handle. i 

Little success had attended the first of these methods. The Counqil 
of Foreign Ministers of Britain, France, the United States, and the 
U.S.S.R. was created in July, 1945, at the Potsdam Conference. QuaA 
terly meetings of this Council, which was intended to prepare the draft 
of peace treaties, were held until November, 1947. They functioned 
with increasing difficulty and adjourned their last meeting at Moscow 
without fixing a date to reconvene. In July, 1948, negotiations were 
resumed on the diplomatic level by the British, French, and United 
States Ambassadors calling upon the Soviet Foreign Minister. It was 
evident that progress in finding a basis for procedure was slow. The 
negotiations were secret but there was no resolution of the deadlock. 
Again in May, 1949, conversations were resumed. The blockade of 
Berlin was lifted and the Council of Foreign Ministers met once more. 

The method of regional organization was tending to divide rather 
than unite the great powers. They were participating in some of the 
regional commissions of the United Nations, notably in the Euro- 
pean Economic Commission, but the trend of organization was toward 
the creation of autonomous regional groups. The customs union 
formed by Belgium, the Netherlands, and Luxembourg (Benelux), 
and the growing sentiment for closer economic collaboration between 
the western European countries, were correlated with the extension 
of United States’ interest in Europe. There was the negotiation of the 
North Atlantic Pact, and it became obvious that the power struggle 
rather than world co-operation was the dominating consideration in 
the European Recovery Program. In other areas regional arrange- 
ments were developing fast. The United States was a party to the 
Caribbean Commission and to the South Seas Commission, as well as 
the Association of American States. An Association of Asian States 
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was emerging which was likely *to be of increasing importance. The 
maj> of the world was being redrawn, not so much*by the alteration 
of political boundaries as by a redefinition of the relationships within 
regional areas. There was likely to emerge a grouping of states very 
different from the pattern of independent nation-states upon* which 
the nineteenth-century equilibrium of power rested. The formula 
by which India became an independent republic, but remained within 
the British Commonwealth was a good example of the ingenious |K)- 
litical solutions that were emerging. 

The remaining method of negotiation by co-operation upon techni- 
cal issues could be a means of working toward world unity. However, 
the international agencies set up for this purpose revealed the deep 
gulf that lies between the Soviet concepts of political and economic 
organization and the concepts of the rest of the world. The U.S.S.R. 
had not participated in the work of these specialized economic agen- 
cies. In so far as they have been able to develop effective co-operation, 
it has been among the nations in the non-Soviet world. 

This failure to find a basis of accommodation between the Soviet 
system and that of the Western world rendered the scarcely concealed 
conflict in Asia and the Middle East a matter of high political as well 
as economic importance. The Cominform was a living reality, main- 
taining connections with revolutionary groups in many countries. 
It was significant that when an attempt was made to discipline the 
government of Yugoslavia in June, 1948, resolutions condemning 
that government’s intransigeance were passed in almost identical 
terms not only by the Communist parties of the neighboring Balkan 
countries, but also by those in distant countries such as China. The 
United States and the western European countries may stand ready 
to co-operate with the underdeveloped countries. But they need to 
do more than stand and wait. Enterprise entails action. Half of the 
world’s population may wind up within the zone of Soviet oi^aniza- 
tion unless the Western world bestirs itself to create more effective 
means of international economic co-operation than now exist. 







